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pound in 1949;* Why were interest rates kepi 
low for nearly twenty years, and why were they 
raised* in 1951-2? These arc some of the ques¬ 
tions answered in tliis book in a simple langu¬ 
age, undeistandable to the average reader of 
new^papei's. 
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Preface 


Monetary policy figures pronaincndy nowada)^ not ooly 
in expert discussion but also in Parliamentary debates, in 
the lay Press, and in everyday conversation. It has an im¬ 
mense literature in every civilized language. There have 
been, however, very few systematic attempts to describe and 
examine the entire range of its ends and means. Many books 
on economics, or on money, deal extensively with questions 
of monetary policy as part of their broader subject. Other 
books deal with some particular type of monetary policy, 
usually the one in which their author happens to be par¬ 
ticularly interested or which happens to be of topical inter¬ 
est at the time of writing. For example, scores of books were 
produced in the early thirties on the suspension of the gold 
standard in Britain and on President Roosevelt’s monetary ex¬ 
periments. No attempt is made in most of such books to view 
topical problems from the perspective of history or to analyse 
the principles of monetary policy in general. A description 
of all present and past methods of managing money is seldom 
attempted. It is true that some books on money devote entire 
chapters or even sections to such general treatment of the sub¬ 
ject, as distinct from detailed discussion of some particular 
type of monetary policy. Owing to considerations of space, 
however, they only present that vast material in a nutshell. 

Some textlx)oks on money give a survey of a wide variety 
of monetary policies, but few of them aim at covering any¬ 
thing like the entire range over the whole period of monetary 
history. Not many of them have attempted to classify and 
analyse methods of managing money employed even in 
modem times according to their ends and their means. A 
narrow conception of monetary policy tends to restrict the 
scope of many works to the treatment of policies relating to 
the quantity of money. Measures such as price controls, 
exchange restrictions, or physical controls pursuing monetary 
ends, are usually considered to be outside their scope. 
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The above remarks should not be interpreted as implying 
criUasm of tJic large number of distinguished authors who 
have made valuable contributions to the subject in the past. 
A gi'cat deal of this literature on monetary policy is of the 
highest standard and I am greatly indebted to the books 
enumerated in my Bibliography both for their factual ma¬ 
terial and their inspiring views. It is for each author to deter¬ 
mine the scope of his work, and there is no reason for me to 
criticize any of them for having dealt with this subject from 
an angle different from the one I have adopted. 

The object of this book is to present a broad picture 
covering the entire field of monetary policy in the wider 
sense of the term. It does not attempt a detailed description 
or analysis of any particular period or of any particular as¬ 
pect of the subject. Nor does it aim at putting forward any 
plan of some new monetary policy or at marshalling argu¬ 
ments for or against any of the known policies. What it tries 
to do is first of all to describe the widest possible variety of 
monetary policies which have been in operation throughout 
the ages. There is a great deal to be said for viewing this 
subject - as indeed most subjects - from the perspective of 
history. Points of similarity between present-day devices and 
practices long forgotten - such as exist for instance between 
modern competitive currency depreciation and competitive 
currency debasement races in earlier centuries - have more 
than mere historical interest. It is, of course, outside the 
scope of this book to present a complete history of monetary 
policy, but historical and ethnological instances are fre¬ 
quently used in the attempt to trace the origin and evolu¬ 
tion of modern policies. 

The unusually broad range covered by this book is not 
the only basis on which I claim to be justified in adding yet 
another to the large number of existing volumes on mone¬ 
tary policy. I feel there is a strong case for re-examination 
of the subject at the present stage in view of the funda¬ 
mental changes that have taken place during the last two 
decades, both in the ends and means of monetary policy 
and in its economic and social background. Until recently 
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mnnetarv Dolicy was judged according to whether it was 
rsubuuy. More V 
phasis shifted to the question whether a monetary p y 
assisted in the increasing utilization of the community S eco¬ 
nomic resources. Since the Second World War both con¬ 
siderations have come to be subordinated to the social end 
of securing the highest degree of welfare to the largest num¬ 
ber. There is, moreover, a much wider variety of means at 
the disposal of the authorities in charge of monetary policy. 
Finally, full employment and perpetual high taxation have 
changed the background against which monetary policy 
operates, and this alone calls for a revision of many 
conclusions reached by monetary economists and practical 
experts during periods when there was large-scale un¬ 
employment and when taxation was much lower. 

It is a matter of opinion whether the changes in the ob¬ 
jectives of monetary policy have been for the better or the 
worse. Heated controversy is raging around this question. 
The majority of traditionalists would like to revert to the 
system under which monetary policy is guided by purely 
monetary considerations. According to them the stability 
and convertibility of money must be the supreme goal to 
be pursued at all costs. The most they are prepared to con¬ 
cede is that non-monetary economic considerations should 
be allowed to influence monetary policy to a higher degree 
than in the past. On the other hand, Socialists and their 
sympathizers take the line that aims of social welfare must 
prevail over everything else. At the one extreme we have 
those who would like to put the clock back and who would be 
prepared unhesitatingly to sacrifice the livelihood of millions 
for the sake of upholding the stability of freely convertible 
currencies. At the other extreme we have those who would 
like monetary policy to disregard completely not only con¬ 
siderations of monetary stability and convertibility but even 
considerjations of productivity if this is necessary in the 
interest of achieving an equalitarian distribution of wealth. 

Although this book aims at maintaining a neutral atti¬ 
tude regarding the highly controversial questions around 
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various monetary policies, I have felt impelled to depart 
from neutrality in this fundamental controversy. I do not 
take sides with either of the extreme schools, but feel very 
strongly that a compromise must be reached between them. 
Given the facts of universal suffrage and the menace of 
Communism, it has become politically impossible to revert 
to a monetary policy that would disregard considerations 
of social welfare, even if we wished to do so. Traditionalist 
monetary experts ought to have sufficient practical sense to 
realize this, no matter how firmly they may be convinced 
that the Government’s primary duty is to maintain mone¬ 
tary stability and to ensure full convertibility. They must 
sec that in circumstances in which this could be achieved 
only at the cost of lasting unemployment and a ruthless cut¬ 
ting down of social services their policy, whether right or 
wrong, would be hopelessly impracticable. On the other 
hand, their opponents, too, should have a sufficient sense 
of reality to know that there are limits beyond which it is 
unwise to disregard monetary or economic considerations 
in the pursuit of social aims with the aid of monetary policy. 
They ought to realize that excessive disregard of such con¬ 
siderations is liable to avenge itself sooner or later. The very 
classes for whose sake such a one-sided point of view is im¬ 
posed on monetary policy arc liable to pay the penalty in 
the form of instability and insecurity, an increasing cost of 
living, large-scale unemployment, and a deterioration of the 
output available for distribution. 

Whatever may be the ideal monetary policy from the 
point of view of one or the other of the extreme schools, in 
the world in which we have to live some compromise be¬ 
tween the two points of view is advisable. Social aims can 
no longer be disregarded in any democratic country. 
Monetary policy must take those aims into full account. It 
must do so, however, in a spirit of realism. Those responsible 
for shaping our monetary policy must be aware of the limits 
mthin which they can disregard monetary and economic con¬ 
siderations with comparativeimpunity. Thus social consider¬ 
ations may call for an expansion in monetary policy, but 
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expansion muststopshortat thelimitbeyondwhich it is liable 
to endanger the standard of living and economic security of 
the community, including the classes which it tries to help. 

I am aware that, in favouring a middle course on a sub¬ 
ject that is so overcharged with political controversy as 
is monetary policy, my book is fated to be shot at from 
both sides. My last book, Irfialioriy was accused by the J\few 
Statesman of providing useful ammunition for Tories, and 
by the Torkshire Post of being politically biased in favour of 
Socialism. I have no doubt that both reviewers would have 
been able to produce scores of quotations which, divorced 
from their context, might appear to confirm their respec¬ 
tive charges. The same is doubtless true of the present book. 
Traditionalists can easily find in it passages which, con¬ 
sidered in isolation, might appear to endorse the expansion¬ 
ist view. Likewise, Socialists and other shades of monetary 
expansionists might feel justified in representing me, on the 
strength of certain passages, as a convert to monetary ortho¬ 
doxy. But I hope the unprejudiced reader will realize that 
it would have been easy for me to win the support of one of 
the two camps by fully endorsing its attitude. Convinced as 
I am that the right solution lies in a compromise, I have no 
choice but to take an unpopular and ungrateful course, at 
the risk of getting the worst of both worlds. 

It is important that Gfovemments, Parliaments, and pub¬ 
lic opinion in every country should have a clearer under¬ 
standing of what is at stake. If they are prepared to take 
risks in the interests of economic and social progress they 
should know the extent of the risks and the sacri&es involved. 
There may be justification for taking risks, but monetary 
policy must not be a leap in the dark. One of the main objects 
of this book is to stress Ac need for weighing the advantages 
and disadvantages of achieving certain ends of monetary 
policy at the expense of other ends. Another main object 
is to warn against confusing the means of monetary policy 
with its end. Both aims can be approached more effectively 
by surveying monetary policy from every possible angle. 

It is for this purpose that the book follows the method 
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CAch important end £ind CEch important 
means of monetary policy in separate chapters, each one of 
which deals with the general subject from the particular 
angle of its narrower subject. A certain amount of over¬ 
lapping is inevitable under this treatment, just as photo¬ 
graphs taken of the same object from various angles are 
bound to some extent to overlap. There is, however, no 
other way of contrasting effectively the alternative ends and 
means of monetary policy with each other, and of weighing 
them one against another. 

Just one word about the main title of this book - How 
Money is Alanaged. Conventionally the term ‘managed’ 
monetary system is used in economic literature in contra¬ 
distinction to ‘automatic’ monetary system. For this reason 
it is perhaps advisable to point out that its use in the title 
of my book does not limit its scope to policies relating to the 
former. As Bagehot remarked, even under an automatic 
monetary system somebody must take decisions. And any 
such decisions come within the sphere of monetary manage¬ 
ment of monetary policy in the broader sense of the term. 
To avoid confusion, however, in the text of the book I pro¬ 
pose to use the term ‘managed’ in its conventional sense. 

It was my original intention to deal with the means of 
monetary policy before dealing with its ends. I am greatly 
indebted to Professor Sir Dennis H. Robertson for having 
advised me, when I discussed with him the general plan of 
my book, to reverse the order. He made me realize that it is 
the logical order to analyse the ends before dealing with the 
means. The change has meant much more than a mere for¬ 
mal rearrangement of the material. I feel it has reinforced 
to a remarkable degree the emphasis of the principal mes¬ 
sage my book seeks to convey - that the future welfare of 
mankind depends on our ability to reconcile the conflicting 
economic and social ends of monetary policy. 

120 Cliffords Inn Paul einzig 

London^ E.C ,4 
April, igs 4 . 



PART ONE 


Introduction 




CHAPTER ONE 


The Monetary System 


Our task is to define, classify, describe, and analyse monetary 
policy according to its ends and means. Before embarking 
on this task it is necessary to give a brief outline of the 
subject-matter with which monetary policy is concerned - 
the monetary system. 

Money is a most remarkable instrument which can be 
employed or influenced for many ends and in many ways. 
Monetary policy is concerned with money in a twofold 
sense. It is concerned with decisions and measures calculated 
to affect the monetary situation or the monetary system. 
And it has to employ the monetary system for the purpose 
of influencing the non-monetary economic situation, and 
even the social and political situation. Money may be either 
the end of monetary policy or its means. It is often both end 
and means, when monetary devices are used to the end of 
influencing the monetary situation. 

Money, like most other social institutions, has developed 
gradually over a very long period through trial and error. 
It appeared in many forms before taking its present form, 
which, advanced as it may appear to us, cannot be regarded 
as final. In the course of its evolution the monetary system 
seldom remained entirely unchanged for a very long period 
in any given community. From time to time it was uprooted 
by some major crisis which brought about some important 
change. Even during prolonged periods of relative economic 
and political stability it was liable to change from time to 
time, if not in its fundamental principles at any rate in some 
of its essential details. Some monetary changes were spec¬ 
tacular in their circumstances and were accompanied by 
wide publicity. Other changes came about almost imper¬ 
ceptibly, and their significance was not realized by contem¬ 
porary observers. 
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Apart from changes over a period of time there have al¬ 
ways been marked differences between the systems in opera¬ 
tion at any given moment in different communities. The 
diversity of monetary systems and their relatively frequent 
changes have between them produced an immense variety 
of systems. It would take many volumes to describe and 
analyse all, or even a reasonably representative selection of 
them. For our present purposes it is sufficient to deal with 
certain features and characteristics of money that are more 
or less common to all monetary systems. For it is, broadly 
speaking, true that the similarities between them arc more 
important than their diffci'ences. Sir James Frazer, in a 
much-quoted passage in his Golden Bought remarked: ‘ Our 
resemblances to the savage are still far more numerous than 
our differences from him.’ This observation can well be 
applied to primitive and modern money. Some of the most 
important elements contained in the highly sophisticated 
monetary system of our days can be traced back to the rudi¬ 
mentary systems that were in operation during earlier 
periods, right at the dawn of history. 

Generally speaking, we are justified in saying that there is 
nothing inherently good or inherently bad in any monetary 
system as such. Its advantages or disadvantages depend 
largely on its interpretation and application, and even more 
on the economic, social, and political background that con¬ 
ditions the operation of any monetary system. Disorganized 
monetary systems are usually the result of a war, or a major 
economic crisis, or some political or social upheaval, or 
gross mismanagement by Governments. Although the re¬ 
mark addressed by Baron Joseph-Dominique Louis, Finance 
Minister of Louis XVIII, to his fellow-Ministers, ^ Faites-moi 
de bonne politique^ je vous ferai de bonnes finances\ referred to 
public finance, it is fully valid also in the monetary sphere. 
During a period of political and economic stability it is easy 
to operate almost any monetary system satisfactorily, while 
political or economic unwisdom is liable to discredit almost 
any currency. 

There is, for instance, nothing inherently evil and vicious 
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about inconvertible paper money as such, provided that it 
is handled sensibly. Writing in the 18th century, CJoethe, 
in his Faust (Part II, First Act), represents it as the Devil’s 
own invention. Yet it is only when the printing press is 
abused that paper money is apt to become a thoroughly 
bad system. At the other extreme there is nothing funda¬ 
mentally wrong with the automatic gold standard as such, 
even though its unduly rigid and dogmatic application is 
liable to handicap progress and may become from time to 
time the cause o/* grave di/ficultics. The relaxation of the 
rigidity of the monetary system may be a blessing or a 
curse, according to the circumstances and the degree to 
which it is relaxed. 

The functions of money may he classified into two broad 
categories - static and dynamic functions. By its static func¬ 
tions, money serves as a passive technical device ensuring a 
better operation of the economic system, without actively 
influencing its trends. By its dynamic functions, money 
tends to exert a powerful influence on the trends of the price 
level, on the volume of production, trade and consumption, 
and on the distribution of wealtli. It is capable of stimu¬ 
lating or holding up economic and social progress. It may 
even exert a decisive influence on the course of history and 
on the progress of civilization. 

Many of the qualities which enable money to fulfil its 
static functions satisfactorily arc substantially the same to¬ 
day as they were many centuries ago. Now as then, money 
has five main technical functions to fulfil. It is intended to 
serve as a medium of exchange, a means of non-commercial 
payments (taxation, fines, gifts, etc.), a standard of value, 
a standard of deferred payments, and a store of value. In 
plain English it has to be suitable for use as a means of 
payment, both commercial and non-commercial; for the 
measurement of values and their expression in the form of 
prices; for the determination of future liabilities; and as a 
medium in which wealth can be accumulated. None of 
these static functions should normally give rise to any price 
trends or influence the basic economic trends in other ways. 
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Admittedly, when money was first adopted, or when a more 
advanced type of money replaced a less advanced type, such 
changes necessarily produced a ‘ oncc-for-all ’ dynamic effect. 
For instance when trading by barter gave way to trading 
with the aid of a medium of exchange, this change must 
have caused a substantial increase in production and trade 
and a marked acceleration of economic progress. It must 
have produced also some far-reaching social changes. Once, 
however, money is established it fulfils its technical func¬ 
tions without producing any such dynamic effects. 7 'he 
normal routine role of those functions is essentially ‘neutral ’ 
and static. The use of a medium of exchange or of a standard 
of value does not in itself give rise to dynamic changes in the 
operation of the economy - at any rate until another major 
change occurs in the monetary system. Money does not 
cause a rise or a fall in the price level, or an expansion or 
contraction in business activity, by fulfilling the normal 
functions of a medium of exchange or its other technical 
functions. Such effects are produced by its dynamic func¬ 
tions. If the role of money were confined to its static func¬ 
tions, monetary policy would be a comparatively simple 
matter. It would have to pursue the single purpose of main¬ 
taining a reasonable degree of stability in the value of 
money, which is by far the most important among the re¬ 
quirements it has to fulfil in order to be able to perform its 
technical functions satisfactorily. 

The functions of money as a medium of exchange imply 
its free acceptance in payment for goods and services. To 
that end it is essential that there should be a sufficient de¬ 
gree of confidence in money and that there should be enough 
of it to go round. Confidence in a currency and its accepta¬ 
bility as a means of payment is apt to be undermined by its 
rapid depreciation, or by a possibility that it might cease to 
become acceptable for some other reason. Its depreciation 
must reach a very advanced stage, however, before it 
ceases altogether to be usable as a medium of exchange. 
Long before that stage is reached its depreciation is apt to 
cause much inconvenience and grave disadvantages, but a 
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depreciating money may continue to act none the less as a 
medium of exchange. So long as its recipients spend it 
within a short time after receiving it they do not stand to 
suffer any unduly heavy losses through a gradual fall in its 
value. It is only when its depreciation becomes so rapid 
that it is apt to lose a large part of its value from one day 
to another and even from one hour to another that it may 
cease to be freely acceptable as a medium of exchange and 
may even cease to be suitable as a means of non-commercial 
payment. A less advanced degree of instability in its value 
is sufficient to disqualify money from acting as a satisfactory 
standard of value, store of value, or standard of deferred 
payments. 

A rise in the value of money does not interfere with its 
technical function as a means of payment for goods and 
services, or as a means of non-commercial payments. On 
die contrary an appreciating currency is bound to be much 
sought after by sellers of goods and services as a medium 
of exchange and even more as a store of value. An appreci¬ 
ating currency is a good investment even if it bears no 
interest. On the other hand, any instability in its value 
tends to make it less suitable for use as a standard of value 
or as a standard of deferred payments. A measuring rod the 
length of which is liable to changes is obviously unstiitable 
for its purpose. Situations have arisen in the past and also 
in more recent times in which a depreciating money, while 
remaining a medium of exchange, has ceased to be suitable 
for other functions. As a result a separation of functions 
might develop by which one object is used for a medium of 
exchange and a different one for other monetary purposes. 
Such a separation of functions characterized some of the 
primitive monetary systems in the early days of history, and 
also some recent monetary systems in primitive communi¬ 
ties. During troubled periods we arc apt to revert to that 
system, discarded long ago in advanced communities. Many 
countries in Central and Eastern Europe did in fact revert 
to it during the chaotic periods that followed the World 
Wars. While continuing to use paper money extensively as a 
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means of payment, they came to reckon prices and wages in 

terms of gold or some commodity, or some unit of stable 

value. 

Until recently textbooks on money concentrated on tlie 
well-known technical functions - medium of exchange, 
means of non-commercial payments, standard of value, 
standard of deferred payments, and store of value - which 
were regarded as tlie only essential functions of moiu‘y. 
There is, however, at least one additional technical function 
which is fully as important as the ones mentioned al>ov(\ 
It is the function of money as the medium through whicli 
the price mechanism operates. 

Under a system of free economy - as distinct from a 
planned economy under which the volume of production 
of various categories of goods is determined by the State 
authority - the quantity of goods that is produced is 
largely determined by the profit earned on them. This in 
turn is determined by the prices obtained for them, com¬ 
pared with their cost of production. Prices again are deter¬ 
mined largely by the relation between supply and demand. 
Conversely, supply and demand themselves arc influenced 
by cost of production and prices. These tend to adjust them¬ 
selves according to the quantities available for sale and the 
number of people who have the desire and the means to 
buy the goods, but in turn they also tend to effect an in¬ 
crease or reduction of supply or of demand according to 
the profit margin - if any ~ they leave to producers. In a 
free economy movements of individual prices play, there¬ 
fore, a very important part in determining production, dis¬ 
tribution, and consumption. And prices are expressed in 
terms of money. This means that money does much more 
than merely serve as a convenient technical device to facili¬ 
tate the exchanges of goods and as a unit of account by 
which the values of various objects can conveniently be 
compared. It is the medium through which the price 
mechanism in a free economy tends to establish a balance 
between cost of production and sale price, and between 
supply and demand. 
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It may be a matter of opinion whether this is an ideal 
system or whether the system under which production, dis¬ 
tribution, and consumption arc planned by the Government 
instead of being left to the automatic working of the price 
mechanism is preferable. So long as that mechanism exists, 
and to the extent to which it continues to operate automatic¬ 
ally, money will continue to play a very important part by 
serving as a medium through which that system operates. The 
fundamental character of its role in this respect is recog¬ 
nized by many modern economists who contrast planned 
totalitarian economy with automatic money economy, in 
place of the more conventional contradistinction between 
capitalist and collectivist economies. 

The role of money as a medium through which the price 
system operates is essentially static, in that it merely serves 
as a passive technical device and does not fundamentally 
affect the operation of the price system. Admittedly, if the 
level of prices of certain categories of goods or services 
should rise or fall substantially, the discrepancy in relation 
to other prices may give rise to major trends liable to upset 
the static equilibrium of the economy. But such unsettling 
influences are not initiated by money in its capacity as a 
medium through which the price system operates. In that 
capacity money is an essentially ‘neutral’ device. It does not 
determine individual prices: they are merely expressed in 
terms of money. 

Recent literature tends to represent money as something 
much more than a mere passive technical device to facilitate 
the exchange of goods and services, to serve as an instru¬ 
ment of their valuation, to provide means for expressing 
claims and for accumulating wealth, and to act as a medium 
through which the price system operates. Contemporary 
writers attribute to it several additional roles of fundamen¬ 
tal importance in the determination of economic trends. 
These roles, which may be described as ‘dynamic’ because 
they are liable to cause major changes of a fundamental 
character, are by no means new. But it is only compara¬ 
tively recently that they have begun to receive the attention 
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they deserve. Foremost amongst tliem is the influence of 
money on the national economy through the effects of its 
depreciation or appreciation - or, what is the same thing, 
of a rise or a fall in the general price level. While the indi¬ 
vidual prices of various foods and services can fluctuate in 
relation to each other even under a barter economy there 
can be no such thing as a change in the general price level 
except under a monetary economy. 

Money plays a very active, dynamic, and highly impor¬ 
tant part in the economic system through its function of 
influencing the general level of prices. The quantity of 
money and the frequency with which its owners spend it is 
liable to influence the demand for goods and services. If 
more money is available for spending while the supply of 
goods and services offered for sale remains the same, the 
chances are that higher prices will be asked and paid for the 
same goods and services. If there is not enough money 
available for spending, or if the amount available is not 
spent freely enough, sellers of goods and services may have 
to accept lower prices. A general rise or fall in the price level 
is liable to affect, for better or for worse, the welfare of most 
sections of the community. It may influence the life of every 
man, woman, and child. 

The effect of the trend of the general price level on the 
economic situation is apt to be very considerable and may 
have far-reaching social and political consequences. Indeed, 
it may even afiect the course of history. Surely this role goes 
far beyond that of a convenient device with the aid of which 
goods and services are exchanged. Nor is the influence of the 
trend of the price level the only way in which money can 
influence fundamental economic trends. Money is a power¬ 
ful factor that is liable to stimulate or hinder economic and 
cultural progress. Intelligent and progressive application of 
the monetary system tends to result in fuller utilization of 
natural resources and of technological inventions leading to 
a higher standard of living. On the other hand a too narrow 
and rigid application of the monetary system is apt to han¬ 
dicap progress. And the misuse of facilities provided by the 
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monetary system is apt to lead to grave setbacks through the 
destructive consequences of a runaway inflation or even of a 
relatively moderate but persistent ‘creeping’ inflation. The 
system carries within it the possibility of regulating the trend 
of trade, encouraging productive activity and commerce 
when they are in need of stimulus and discouraging them 
when they appear to be excessive. Monetary conditions are 
apt to stimulate or discourage consumption as well as pro¬ 
duction. 

According to the conventional ‘static’ conception money 
is not supposed to play any such part in the economic 
system. Its quantity should be just sufficient to meet normal 
requirements, and therefore it is not supposed to cause a 
rise in the price level and in business activity through being 
in excess of requirements, or a fiill in the price level and in 
business activity through being short of requirements. This 
conception is based on the assumption that the role of money 
is confined to its ‘static’ technical functions dealt with above. 
On the basis of that assumption money is supposed to be 
‘ neutral ’ and does not play an active part in determining 
the course of our economy. The possibility that it may cause 
temporary disturbances is admitted, but according to the 
static theory money is not amongst the fundamental factors 
by which our economy is influenced. It is a mere intermedi¬ 
ary to ensure a more efficient functioning of the factors that 
really matter, affecting production, distribution, and con¬ 
sumption. In practice, however, money is seldom com¬ 
pletely ‘neutral’ for any length of time. The laws of nature 
do not provide the means of ensuring that there should be 
just enough money, neither too much nor too little, under an 
‘automatic’ operation of the system. Nor has human brain 
yet devised a foolproof ‘managed’ system under which it 
could be ensured that the volume of money should be 
exactly sufficient, neither excessive nor deficient. It is, 
therefore, inevitable that money should play an important 
and active part in influencing economic trends through 
the inadequacy or excess of its quantity compared with 
the amount required for maintaining the stability of its 
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value and of the volume of economic activities. These 

are its most important dynamic functions. But there are 

others. 

With the aid of the modern monetary system Govern¬ 
ments are in a position to spend well in excess of the amounts 
they can raise by taxation. It is possible for them to raise 
very large amounts by borrowing. Thanks to the modern 
credit system, Treasuries are now able to create monetary 
conditions in which they can borrow practically any sums 
they require. The monetary system enables them, there¬ 
fore, to embark on costly economic, social, polilica), and 
military policies wliich would be out of their reach finan¬ 
cially were it not for the dynamic functions of money. Such 
policies are apt to affect fundamentally the economy of the 
community concerned. For better or for worse these dy¬ 
namic functions of money cnal.>le the Government to create 
a public debt running into cistronomic figures. 

The monetary system also provides the means by which 
the burden of such excessive indebtedness, public or private, 
can be reduced in a comparatively painless manner through 
a depreciation of the monetary unit. This may obviate in 
given circumstances the necessity for reducing an intoler¬ 
able burden of indebtedness through'* wholesale bankruptcy 
or repudiation. The reduction of the burden of indebted¬ 
ness is liable to have far-reaching effects in the social as well 
as in the economic sphere. In other respects, too, money 
may play an important part in the social sphere as a means 
for redistribution of wealth. 

All these dynamic functions of money are fully as im¬ 
portant as its static functions on wliich earlier monetary 
economists focused their entire attention. Admittedly 
money was not adopted or maintained in use in order to 
bring about changes in the price level, or to regulate the 
trend of economic activities, or to provide a relatively pain¬ 
less means of reducing indebtedness, or to distribute wealth. 
Money was adopted and is maintained for meeting the re¬ 
quirements of its technical functions. Indeed it would not 
be able to fulfil its dynamic functions unless it fulfilled its 
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static technical functions. This is no reason, however, for 
ignoring or underrating the former. 

It is true that in everyday life the static functions of money 
are usually much more in evidence. Its fundamental func¬ 
tions are well in the background during more or less stable 
and normal periods. It is only those engaged in shaping 
monetary policy, and those who wish to be able to form an 
opinion about the merits or demerits of that policy, who 
have to take into account all the time the dynamic func¬ 
tions of money as well as its static functions. During periods 
of crisis or important changes, the dynamic functions force 
themselves on the attention of the lay public. But from the 
point of view of monetary policy considerations relating to 
these functions must always be present in the minds of the 
monetary authorities. 

Admittedly the measures taken to ensure that money is 
able to fulfil its technical functions satisfactorily are often 
identical with those required in the interests of its dynamic 
functions. This, however, need not necessarily be the case. 
From the point of view of its technical functions it is essen¬ 
tial to maintain a stable value of money to the highest possi¬ 
ble degree. On the other hand from the point of view of 
dynamic functions it may appear to be necessary in given 
circumstances to depart from stability. Situations may arise 
in which a policy aiming at a rise or a fall in the price 
level is a necessary evil from the point of view of some 
dynamic function of money — such as the stimulation of 
business activity or the discouragement of excessive specu¬ 
lation however deplorable this may appear from the point 
of view of its static functions. What matters is that on 
balance the system as a whole should give the highest 
possible degree of satisfaction. 



CHAPTER TWO 


The British Monetary System 


We remarked in the last chapter that there have been in 
operation in the course of monetary history an infinite 
variety of monetary systems serving largely the same pur¬ 
poses but differing widely from each other in many material 
respects. In order to provide at least one detailed instance 
of a monetary system serving as an objective and an instru¬ 
ment of monetary policy, we propose to describe in this 
chapter the monetary system in operation in Great Britain 
at the time of writing - in 1953. That system, even though it 
differs in many respects from the American and other im¬ 
portant monetary systems, may be regarded in its broad 
outlines as a fairly representative example. 

In its existing form the British monetary system is of very 
recent origin, and is in an essentially fluid state. It is liable 
to change materially at any moment. Many people of the 
older generation still remember the totally different system 
that existed before the first World War, since when a suc¬ 
cession of different systems have been adopted and dis¬ 
carded. Sovereigns which were the principal currency in 
circulation before 1914 have long been replaced, first by 
Treasury notes and subsequently by Bank of England notes. 
Subsidiary coinage, for use as token money, consisting of 
coins of an inferior metallic value in denominations of 
^d. to 2s. fid. is now the only metallic money in use. There 
were Bank of England notes in circulation long before 1914, 
but, apart from a brief period during and after the Napoleonic 
Wars, and again during and after the first World War, 
these notes were always freely convertible into gold coin or 
bullion according to the holder’s wishes. Since 1931 they 
are no longer convertible into gold. They arc taken in pay¬ 
ment for goods or services, or in settlement of liabilities, but 
not on account of their intrinsic value, which is little more 
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than nothing. Nor arc they accepted on the ground of any 
hope that one day they imght become convertible into gold. 
Such hopes have long been abandoned. The restson why the 
notes are readily accepted is that those who take them have 
confidence in them, knowing that they in turn are in a posi¬ 
tion to use them for payments within the United Kingdom. 
It is largely for the same reason that token money is ac¬ 
cepted as small change even though the silver or bronze 
or cupro-nickel value of the coins is only a fraction of their 
face value. 

One feature of the British monetary system that has re¬ 
mained substantially the same as it was during the latter part 
of the nineteenth century is that bank deposits constitute 
the major part of the monetary supply. To-day their total is 
around £6^000 million, while that of the note issue is around 
^1,500 million only. The grand total of notes and of bank 
deposits is generally regarded as the figure of Britain’s mone¬ 
tary supply. It is almost as easy to pay with cheques drawn 
on bank balances as with notes, and in many instances the 
former are preferred. Deposit accounts, as distinct from cur¬ 
rent accounts, are somewhat less mobile, but deposits can 
be converted either into notes or into current account 
balances subject to certain formalities and delays, so that 
they too may be regarded as being part of the supply of 
money. 

Either notes or cheques drawn on current account 
balances can be used by the holders in payment for goods, 
services, and in settlement of liabilities of every kind. The 
unlimited acceptance of notes in payment within the 
United Kingdom is ensured not only by the confidence of 
the public but also by law under which they are ‘legal 
tender’. Subsidiary coins are also legal tender up to limited 
amounts. There is and can of course be no law to enforce 
the universal acceptance of cheques, but in practice they 
are accepted to a very considerable degree. Any reluc¬ 
tance of payees to accept cheques in immediate discharge 
of current liabilities does not prevent the use of this form 
of money, because it only means that a few days are 
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allowed for the cheques to be cleared before the payment 

is recognized as such. 

Only a small fraction of the quantity of notes and bank 
deposits in existence is used in payments on any given day. 
On the other hand, in the course of a year the volume of 
turnover settled by means of cash or cheques amounts to 
many times the amount of the note issue plus bank deposits. 
During 1952 the total amount of cheques cleared was about 
12 J times the amount of deposits. No corresponding statistics 
arc, of course, available concerning the turnover in notes. 

The amount of Bank of England notes and of current 
account balances is not the only factor that determines 
monetary conditions in Britain. A great deal depends on the 
way in which owners of notes and deposits make use of the 
purchasing power represented by their monetary resources. 
The mere existence of these resources does not in itself 
affect production, prices, or consumption. As we shall see 
later the Government is in a position to increase or reduce 
these resources. But their increase docs not necessarily mean 
that the additional amounts are spent in full. Nor does their 
reduction necessarily mean a corresponding curtailment of 
purchasing power. The public is in a position to take the 
initiative for causing an increase or reduction in the volume 
of money. This can be done by reducing or increasing its 
holding of savings certificates or other short-term or matur¬ 
ing Government securities, or by making more or less ex¬ 
tensive use of the credit facilities offered to it by the banks. 
But in reasonably normal conditions the banks and the 
monetary authorities between them are in a position to 
ensure the maintenance of the volume of money around a 
certain level, or its adjustment to a certain level in accord¬ 
ance with the aims of monetary policy. This will be ex¬ 
plained in detail in a later chapter. 

In the days of the gold standard before 1914, when the 
pound was convertible, it was widely assumed that the con¬ 
fidence it inspired was due to the fact that holders of notes 
and of bank balances could always rely on being able to 
convert their holdings into sovereigns. VJlicn after an inter- 
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val of eleven years the gold standard was resumed in 1925, 
it was a different gold standard. The notes were no longer 
convertible into coins but only into gold bars, and, broadly 
speaking, only for the purpose of shipment abroad. This 
limited convertibility into gold was suspended in Septem¬ 
ber 1931. Holders of sterling remained entitled, however, 
up to the outbreak of the Second World War eight years 
later, to convert their pounds into dollars or other foreign 
currencies in tlie foreign exchange market at the prevailing 
rates of exchange. In September 1939, the convertibility of 
sterling into currencies of countries other than those of the 
Sterling Area was also saspended. 

A limited degree of convertibility into certain foreign 
currencies was gradually resumed after 1945. Nevertheless, 
the fact remains that at the time of writing sterling is not 
convertible into any definite quantity of gold, as it was 
before 1914 and again between 1925 and 1931, nor is it 
convertible into a fluctuating quantity of dollars at market 
rates, as it was between 1931 and 1939. The currencies into 
which sterling can be converted at the time of writing are 
no more convertible into gold than sterling. In spite of 
such limitation of convertibility the pound continues to 
enjoy a high degree of confidence and is unhesitatingly 
accepted in payment in the United Kingdom. The reason 
for its acceptability lies partly in the fact that it is legal 
tender. This in itself would not be sufficient to ensure its 
acceptability. No law is able to enforce the free acceptance 
of a rapidly depreciating currency. In Britain inconvertible 
paper money is accepted by everybody largely because its 
quantity is relatively limited, and therefore its value re¬ 
mains relatively steady. Even during the ‘cheap money 
policy’ of the early period of the Labour Government 
between 1945 and 1947, there was no runaway inflation. 
Although sterling was not nearly as scarce as most econo¬ 
mists and other critics of that policy would have liked it 
to be, the increase in the volume of notes and deposits was 
not so great in extent as to cause a rapid depreciation and 
to inspire distrust. 
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It is true, prices in Britain, as in other countries, have 
been rising almost without a break since 1939. Their rise 
has been, however, relatively moderate. The constant de¬ 
cline of the purchasing power of sterling may have dis¬ 
couraged saving because it made it appear probable that 
in fifteen or twenty years’ time the amounts saved would 
buy half or less than half what they would buy if they were 
to be spent at once. But the extent of the internal depreci¬ 
ation of sterling from one week to another, or from one 
month to another, or even from one year to another, is 
barely perceptible. For this reason sterling is accepted in 
payment, because it retains more or less its value between 
the time we receive it and the time we spend it. 

Another reason why sterling commanded the confidence 
of the public during the post-War period was that the 
Government endeavoured to safeguard its international 
value. Apart from its devaluation in 1949 sterling remained 
rigidly stabilized in terms of gold and dollars throughout 
the War and during the post-War period. While in some 
countries devaluation followed devaluation after 1945, in 
Britain the Government made a real effort to maintain the 
gold value of the pound in face of adverse trends and only 
yielded to sweeping pressure on one isolated occasion. It is 
true that stability of sterling was maintained largely through 
preventing unauthorized exchange dealings, cutting down 
imports in order to improve the balance of payments, and 
obtaining financial aid from the United States. Neverthe¬ 
less what matters from the point of view of confidence in 
sterling is the fact that its international value after the War 
remained, for no matter what causes, reasonably stable* 
Sterling remained acceptable as a means of payment and 
continued to be used as a standard of value, standard of 
deferred payments, and store of value. The only substan¬ 
tial change in its use as a unit of account to measure current 
and future liabilities was in the sphere of collective wages 
agreements. A large and increasing number of these agree¬ 
ments contain a *cost of living clause’ as a result of which 
wages are automatically adjusted if the cost of living index 
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changes to a certain extent. Apart from such arrangements 
deferred liabilities are generally fixed in terms of sterling 
irrespective of any changes in its purchasing power. 

Until the suspension of the gold standard in 1931 the 
gold value of the pound was fixed by Act of Parliament. 
At present it is determined in accordance with the Bretton 
Woods Agreement under which the International Monetary 
Fund has now the right to veto any alteration of the gold 
parity of sterling by more than ten per cent, in either direc¬ 
tion, of its dollar value fixed in 1946. The Government has 
undertaken to maintain the exchange rate of sterling within 
a narrow range of its parity in relation to the dollar. From 
the point of view of the legal position in Britain there would 
be nothing to prevent the Government from altering the 
exchange value of sterling by administrative action. This is 
prevented, however, by the international agreement under 
which the Government committed itself in 1945 to carry 
out the Bretton Woods Agreement. 

From the outbreak of the second World War until Nov¬ 
ember 1951 there was no free dealing in most foreign 
currencies. Importers and others in need of foreign ex¬ 
changes had to apply through their banks to the Bank of 
England for the authorization of exchanges they needed, 
and were granted licences authorizing them to buy the 
exchanges from their banks at a fixed rate. In November 
1951, free dealings in exchanges fijr commercial require¬ 
ments were restored, but not for transfers of capital or for 
speculation. The authorities are under no obligation to 
intervene in the foreign exchange market except in order 
to prevent the sterling-dollar rate from going beyond the 
limits of $2.78 to $2.82 to the pound. 

Great Britain is the centre of the Sterling Area, a group 
of countries the currencies of which are closely linked with 
sterling. The group includes the whole British Common¬ 
wealth and Empire with the exception of Canada, and also 
a small number of countries outside the Conunonwealth. 
There arc practically no exchange restrictions between 
members of the group, so that money can be transferred 
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from one country to another almost without hindrance. The 
British gold and dollar reserve seizes as a central reserve 
for the whole Sterling Afea, to which the countries of the 
group - subject to certain exceptions - contribute their gold 
and dollar surpluses, and out of which their requirements 
are met. As a general rule if tlie exchange value of sterling 
is changed, as it was in 1949, the exchange value of all cur¬ 
rencies of the Sterling Aiea is changed accordingly, so that 
their value in terms of sterling remains unchanged. There 
are, however, exceptions to this rule. For instance, in 1949 
Pakistan did not devalue her currency in sympathy with 
sterling. 

Partly owing to the fact that London is the centre of the 
Sterling Area and partly owing to the part sterling con¬ 
tinues to play in international trade, large balances are 
kept in London by overseas countries. Since the War these 
balances have fluctuated round £3^5^^ million, largely 
owing to abnormal war-time accumulations of sterling 
balances. Tliis amount is considerably above that of the 
gold and dollar reserve. If sterling were freely convertible a 
withdrawal of a large proportion of these balances could de¬ 
prive the Sterling Area of its entire gold and dollar reserve. 
As it is, the inconvertibility of sterling and the existence of 
a number of agreements with large holders of sterling bal¬ 
ances providing for a temporary blocking and a gradual 
release of war-time balances safeguards sterling and the 
Sterling Area from such a disaster. 

Gold is not paid out by the authorities eitlier for the 
benefit of internal holders of pound notes or for that of 
foreign holders of sterling balances. It is sold only when the 
authorities consider it expedient - usually when dollars are 
needed to support sterling to prevent its depreciation below 
$2.78; and then it is sold only to other Governments. 

To sum up, the automatic gold standard was abandoned 
in 1914, the managed gold bullion standard in 1931. The 
system of flexible sterling convertible into other currencies 
but not into gold gave way at the outbreak of the second 
World War to a system of almost entirely inconvertible, 
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rigidly stabilized and controlled sterling. The present sys¬ 
tem may be described as one of stabilized and partly con¬ 
trolled sterling of limited convertibility. The internal value 
of the pound is maintained by keeping the quantity of 
money relatively scarce. A maximum limit is fixed to the 
note circulation but this limit is liable to frequent adjust¬ 
ment by administrative action by the Treasury, subject 
to subsequent approval by Parliament if the fiduciary issue 
is maintained above its authorized limit over a certain 
period. 

The volume of money represented by bank deposits is 
kept down by a combination of Government policy and 
banking tradition. It is not kept down as rigidly as it was 
under the gold standard when an expansion of the volume 
of currency and credit was liable to correct itself automati¬ 
cally by causing an outflow of gold leading in turn to a 
contraction of credit. Under the existing system there is no 
technical arrangement that would prevent a runaway infla¬ 
tion such as we have witnessed in other countries. In spite 
of this inflation has been relatively moderate because tliose 
responsible for the management of our monetary policy 
have practised a certain degree of restraint. As Robertson 
rightly put it in an article appearing in Lloyds Bank Review^ 
sterling is maintained sound not through any qualities 
inherent in the system but through the wisdom and ability 
of those in charge of its management. 

Thanks to the relatively moderate extent and gradual 
character of its depreciation, sterling was able to fulfil satis¬ 
factorily its role as a standard of value. But owing to the 
persistence of its internal depreciation, post-War sterling has 
not been ideal as a standard of deferred payments or as a 
store of value. Although debtors have benefited by the de¬ 
cline in the real burden of their liabilities their gain has 
been the loss of creditors, investors in fixed interest-bearing 
securities, and other recipients of deferred fixed payments 
such as pensioners. 

Sterling’s r 61 c in the price system has been adversely 
affected by the rising trend of prices and by the artificial 
B 
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dislocations in the relations between controlled and uncon¬ 
trolled prices. On the whole it fulfilled, however, its technical 
‘static* functions reasonably well. Its ‘dynamic’ function 
as a major factor in the economic trend was that of a 
stimulus given by rising prices and the expanding volume 
of money to War-time production, to post-War reconstruc¬ 
tion and to the development of the Welfare State. In later 
post-War years there have been growing signs that Britain's 
recovery has been over-stimulated by an unduly expanded 
monetary system, causing excessive consumption, to the 
detriment of the balance of payments. However, there has 
been no sign of a runaway inflation. From the end of 1951 
efforts were made to reverse the monetary trend and to mop 
up the part of the monetary circulation which, in the 
opinion of the authorities, was excessive. To that end the 
policy of‘cheap money’ was brought to a conclusion after 
an almost uninterrupted run of nearly 20 years. Notwith¬ 
standing this, the volume of currency and credit continued 
to expand, largely owing to expenditure on rearmament. 

Much as the British monetary system has altered during 
the lifetime of our generation, its fundamental changes have 
been less pronounced than one is inclined to think on the 
basis of its outward changes. Admittedly, instead of having 
a gold currency or a currency convertible into gold, we now 
have an inconvertible paper currency. In spite of this it 
would be a mistake to assume - as many people do ~ that 
sterling is now entirely divorced fi-om gold. At the time of 
writing its value is pegged almost as rigidly in terms of 
gold as it was under the gold standard. Nor is the volume 
of currency and credit altogether independent of the volume 
of gold. In practice any substantial decline of the gold re¬ 
serve is liable to induce the Government to raise the Bank 
Rate and enforce credit restrictions in order to strengthen 
sterling, while any substantial increase of the gold reserve 
enables the Government to lower interest rates and relax 
credit restrictions. The authorities are thus not altogether 
free in determining the volume of money. 

Although Britain abandoned the gold standard in 1931, 
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it is arguable that in 1939, by rigidly pegging the value of 
sterling in terms of dollars based on gold, she has returned 
to a form of gold standard. It is true that the system that 
has been in force in Britain since 1939 is not the gold stan¬ 
dard in the conventional sense of that term. But there is 
room for more than one definition of ‘gold standard’. Ac¬ 
cording to what may be regarded as the common-sense 
definition, the gold standard, as its name implies, is a system 
under which gold is the standard of value. The status of 
sterling conforms to this definition so long as it remains 
stable in relation to gold ~ as indeed it has done ever since 
1939. Nevertheless, since such an unconventional definition 
might cause confusion we propose to use the term in its 
accepted sense. 

In spite of the similarity between the fundamental char¬ 
acteristics of the present system and that of the nineteenth 
century there are considerable differences between the role 
of money in our economic and social system then and now. 
This is largely because the ends and means of monetary 
policy have undergone far-reaching changes. The instru¬ 
ment is fundamentally the same, but it is now used for 
different purposes and in a different way. 



CHAPTER THREE 


What is Monetary Policy? 


The term ‘monetary policy* is of comparatively recent 
origin. It did not appear in economic literature, political 
debates, and in the Press until the nineteenth century. Yet 
monetary policy has been pursued since time immemorial. 
Early writers on the subject of money from Aristotle and 
Xenophon onward dealt with questions of monetary policy 
without referring to them as such. Long before their writings 
practical administrators had taken decisions relating to the 
monetary system without being aware that they were pur¬ 
suing monetary policies. They had done so probably with 
little or no theoretical background. They may have experi¬ 
mented with money, learning from the lessons of the past, 
or through trial and error at the expense of their commun¬ 
ity. Or they may have followed monetary developments 
elsewhere, learning at the expense of other communities. 
As a rule, however, there were no easily accessible records 
of the results of past monetary experiments, or of those of 
contemporary distant communities, so that statesmen and 
administrators had to rediscover the same elementary truths 
after making the same mistakes again and again. 

It would be interesting to speculate how monetary his¬ 
tory would have been affected if the ancient Greeks had 
devoted as much attention to monetary theory and policy 
as they did to philosophy and the arts, or if the best brains 
of ancient Rome had brought monetary knowledge to the 
same high standard as they brought legal knowledge. Con¬ 
ceivably the Roman Empire, the stability of which became 
undermined partly as a result of the confused monetary 
situation prevailing during and after the third century a.d., 
might have prolonged its existence by centuries if its rulers 
had known more about monetary policy. It is also possible 
that the late mediaeval period might have been a period 
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of progress instead of virtual stagnation if Europe had bo^ 
rowed the idea of paper money from China in the eleventh 
century. It might then have been possible to mitigate the 
handicap of inadequate metallic supplies that held up pro¬ 
duction and commerce until after the discovery of the gold 
and silver resources of the New World. 

Although in the mediaeval period there were isolated 
instances of attempts by writers to teach Governments how 
to run their monetary systems it was not until the beginning 
of die modern period that wc encounter an extensive litera¬ 
ture on the subject of monetary policy. It is worth noting 
that it is always during troubled or unsettled periods that 
writers on monetary policy become active. During the six¬ 
teenth century the inflation caused by the heavy influx of 
precious metals from the New World gave rise to exten¬ 
sive literature on the subject, especially in Spain and in 
France. In Britain there was a crop of contributions to 
problems of monetary policy towards the end of the seven¬ 
teenth century, inspired by the economic and financial 
troubles of the nineties. During the same period the diffi¬ 
culties caused by commodity-currencies and paper money 
in the North American Colonics gave rise to some inter¬ 
esting writings on the subject. In the eighteenth century 
John Law’s experiment with paper money gave a strong 
stimulus to the study of monetary problems, and so did the 
inflation that accompanied the American War of Indepen¬ 
dence and the French Revolution. 

It was not until the nineteenth century that questions of 
monetary policy came to be investigated systematically. 
They were taken up by theoretical and practical experts in 
connexion with the financial problems inherited from the 
Napoleonic Wars, and subsequently in connexion with the 
periodically recurrent business cycles. By the end of that 
century the original trickle of literature on monetary policy 
developed into a vast flood. It continued to grow throughout 
the twentieth century, and it may be claimed that in our 
days few specialized subjects have a more extensive litera¬ 
ture than monetary policy. 
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Notwithstanding this, relatively little thought has so fer 
been given to finding a definition for the meaning of 
monetary policy. Although the term is used with increas¬ 
ing frequency by experts and laymen, it has occurred to 
very few of those who write or talk about monetary policy 
to define what precisely they mean by it. Most of them 
assume that the actual scope of the discussions on the sub¬ 
ject implies the definition. While it would be too much to 
expect those concerned with some current problem of 
monetary policy to embark on an attempt at defining the 
scope of the whole subject, clearly it is the duty of the 
monetary economist dealing with the principles of monetary 
policy to state precisely what he means by it. 

In my Primitive Money I define monetary policy as *the 
attitude of the political authority towards the monetary 
system of the community under its control’. A monetary 
policy may be either active, when it involves decisions to 
apply measures, or passive, when it involves decisions to ab¬ 
stain from applying measures. A passive attitude towards 
monetary developments, in order to constitute monetary 
policy, must be deliberate. 

The above definition is admittedly too vague to be of 
sufficient practical use. Among the authors who have taken 
the trouble to provide a definition, GeoSrey Crowther in 
his Outline of Money adopts a useful line by defining the 
object of monetary policy as the effort to reduce to a mini¬ 
mum the disadvantages resulting from the existence and 
operation of a monetary system. Perhaps it would be more 
constructive to amend this definidon by indicating as the 
object of monetary policy the increase of the advantages as 
well as the reduction of disadvantages resulting from the 
monetary system. Even thus amended the definition only 
applies to an ideal monetary policy. We might say that 
in theory the object of monetary policy should be as indicated 
above. In reality throughout monetary history we often 
encounter instances when the result of monetary policies 
was an increase of the disadvantages derived from the 
monetary system rather than their reduction. When politic 
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dans or administrators dedde to plunge their country into 
inflation for inadequate economic reasons they abuse the 
monetary system. Their decision is undoubtedly an act of 
monetary policy, even though it does not aim at minimizing 
the disadvantages or increasing the advantages derived 
from the monetary system. 

It is, of course, possible to try to interpret ‘advantages’ 
and ‘disadvantages’ in a sense that would come within the 
terms of our definition. It is arguable, for instance, that the 
frequent debasements of the French coinage during the 
Middle Ages were justified from a national point of view as 
the only means by which the French kings were able to 
finance their defensive wars against English invasions. 
Likewise although the inflation of paper currency that 
accompanied many major wars from the American War of 
Independence onwards inflicted grave economic and social 
hardships on the nations concerned, it may be claimed that 
it was justified as the means for financing fights for national 
survival. In this sense it may be argued that the inflationary 
monetary policies adopted by many Governments during 
the Napoleonic Wars and the two World Wars had for their 
object to secure advantages from the working of the mone¬ 
tary system, even though those advantages were outside the 
monetary, economic, or social sphere. To be able to finance 
a war with the aid of inflation may be claimed to have 
political and military advantages. Even inflationary policy 
pursued to prepare and wage an aggressive Imperialist war 
- as during Hitler’s rearmament of 1933-39 and his war of 
1939-45 - may be said to aim at advantages, at any rate 
if viewed from the one-sided point of view of the regime that 
pursues it. 

There were many other instances in which decisions on 
monetary policy could not possibly be claimed to have 
served the public advantage in any sense. The coinage was 
debased on various occasions for the sake of meeting the 
excessive requirements of extravagant royal courts. For in¬ 
stance, Charles the Bad, king of Navarre, debased his coun¬ 
try’s coinage by one-third in 1383, with the declared object 
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of securing funds to celebrate the release of the heir to the 

throne /row French captivity. 

In such instances, as in the case of debasements or infla¬ 
tion for the sake of Gnancing aggressive wars, a bad mone¬ 
tary policy did not even have the excuse of trying to serve 
the advantages of the community as a whole. Both its 
method and its object were bad, so that the end could not 
be claimed to have justified the means. In spite of this fact 
such debasements, and more recently Hitler’s inflation, 
must be regarded as coming within the scope of monetary 
policy. A bad monetary policy is none the less a monetary 
policy for being bad. 

A different approach may be attempted by defining 
monetary policy as including all monetary decisions and 
measures irrespective of whether their aims are monetary or 
non-monetary, and all non-monctary decisions and meas¬ 
ures that aim at affecting the monetary system. Under this 
definition we could include within the scope of monetary 
policy not only measures of every kind which are taken 
for the purpose of influencing the value, volume, etc., of 
money, but also monetary measures which pursue non¬ 
monetary economic, social, or political aims. From this 
point of view debasement or inflation undertaken for no 
matter what purpose would come within our definition. 
Likewise non-monetary measures such as control of prices 
or wages, physical controls. Budgetary measures, export 
drives or import cuts, etc., would be included within the 
scope of monetary policy in so far as their primary aim is 
to influence the monetary situation. One of the earliest 
forms of highly developed deliberate monetary policy was 
Mercantilism which aimed largely at monetary ends partly 
with the aid of non-monetary means. 

In order to circumscribe the scope of monetary policy it 
is necessary to draw a distinction between monetary policy 
on the one hand and fiscal policy, banking policy, financial 
policy, and economic policy on the other. These various 
policies overlap with monetary policy to a very considerable 
extent and it is not easy to draw a borderline between them. 
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Nevertheless, it is necessary, and usually possible, to ascer¬ 
tain whether a measure is aimed at producing mainly 
monetary or non-monetary results. 

Fiscal policy covers the ground of Government finance, 
that is, revenue, expenditure, borrowing, debt repayment, 
and other public debt operations. It is almost impossible 
to envisage any major measure affecting the Budgetary 
position or any decision concerning the public debt which 
would not produce some effect in the monetary sphere even 
if no such effect were intended or desired. Accordingly fiscal 
measures have come to be regarded in our days as consti¬ 
tuting measures of monetary policy. In reality this view is 
too sweeping. Important measures of taxation may fall out¬ 
side the scope of monetary policy if they consist in the re¬ 
placement of one source of revenue by some other source, 
so long as they are not liable to affect materially the level 
of prices, the volume of purchasing power, or some other 
major factor in the monetary situation. Likewise a decision 
determining the terms of a conversion scheme, as a result 
of which a maturing Government loan is replaced by an¬ 
other Government loan, does not come within the scope of 
monetary policy unless its aim is to affect the liquidity of 
the banking system, that is, the proportion between the 
banks’ holdings of long-term and short-term securities, on 
which the banks’ willingness to grant credits largely de¬ 
pends, as we propose to show in a later chapter. An increase 
or reduction of various classes of expenditure does not as a 
rule come within the scope of monetary policy unless the 
grand total of expenditure is materially affected or unless 
the change from one type of expenditure to another affects 
materially some major factor in the monetary situation. 

It goes without saying that monetary policy and banking 
policy are closely inter-related. The volume of credit con¬ 
stitutes the most important element in the monetary situ¬ 
ation in a modern community. It is arguable therefore that 
any banking measure affecting it comes within the scope of 
monetary policy even if it is not initiated by the authorities 
but by the banks themselves, provided that they act on 
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what they know or assume to be the official policy. There 
are, on the other hand, many kinds of decisions and meas¬ 
ures within the sphere of banking policy which are outside 
the scope of monetary policy. The credit policy of the 
banks, in so far as it affects not the total volume of loans 
but their distribution among categories of borrowers, may 
or may not affect the monetary situation according to the 
nature of the categories affected and the extent of the effect. 
An expansion of consumer credits, for instance, or of 
credits for capital investment, is liable to become a factor 
in the monetary situation. On the other hand an increase in 
the volume of credits in one branch of industry and a simul¬ 
taneous and corresponding reduction of credits in some 
other branches is not likely to produce any monetary effect. 
Likewise changes in the charges made by banks to their 
customers - apart from changes made in interest rates - re¬ 
main within the scope of banking policy unless their nature 
and extent is such as to influence the monetary situation. 
This may be the case if banking charges are reduced in 
order to encourage the banking habit, and thereby to reduce 
requirements for notes, or if they are increased in order to 
discourage borrowing. 

The policy relating to new public issues of securities, or 
to limitations on the construction of factories, may pursue 
monetary ends if it aims at influencing the total volume of 
capital investment. If it merely aims at discouraging certain 
types of issues - whether in order to safeguard the investing 
public or to prevent unwanted expansion in certain indus¬ 
tries and encourage expansion in other industries - it does 
not come within the scope of monetary policy. 

Monetary policy is, strictly speaking, part of the broader 
sphere of economic policy. It is possible and necessary to 
distinguish between monetary policy and non-monetary 
aspects of economic policy as Aey affect industry, com¬ 
merce, agriculture, labour, etc. Economic policy aiming at 
expansion or contraction in the volume of production is 
liable to produce monetary effects even if its aim is not 
primarily within the monetary sphere. Although the level 
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of wages is a matter of first-rate importance firom the point 
of view of monetary policy, a wages policy may concern 
itself with matters other than the total of wages. It may 
aim at encouraging coal mining by means of raising miners’ 
wages above the general level, or at encouraging the train¬ 
ing of skilled labour, or at some other non-monetary end. 
It is often a matter of degree whether some economic policy 
measure comes within the sphere of monetary policy. Any 
measure resulting in a more equal or less equal distribu¬ 
tion of income concerns the monetary situation if the 
change is substantial, even though it pursues primarily a 
social objective. 

There is bound to be an immense variety of border-line 
cases. Whether or not they come within the sphere of 
monetary policy depends not so much on the nature of the 
action and its actual result as on the Government’s inten¬ 
tion. For ‘policy’ implies deliberate decisions. This does 
not mean, however, that if a Government embarks on 
large-scale spending on rearmament or social services, with¬ 
out taking into consideration the inflationary effects of its 
action, it can disclaim the pursuit of a deliberate inflation¬ 
ary monetary policy. 

The scope of monetary policy has widened immensely 
within the brief span of our lifetime, and even within the 
last ten years or so. The extent to which Budgetary and 
other non-monetary measures are adopted largely if not 
entirely with an eye on the monetary situation has in¬ 
creased. Indeed, as we shall see later, a school of thought 
has developed among economists and practical experts, 
especially in the United States, which advocates that mone¬ 
tary measures in the narrower sense of the term should be 
replaced largely by fiscal measures aiming at monetary 
ends. In Britain and other countries physical controls are 
advocated in many quarters as substitutes for conventional 
measures of monetary policy. In so far as rationing, price 
controls, import and export controls, etc., affect the mone¬ 
tary situation their deliberate application to serve partly 
that purpose comes within the scope of monetary policy. 
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Monetary policy stands somewhere half-way between 
monetary theory and monetary practice* The former is 
concerned with broad principles which should form the 
background to monetary policy and which are liable to 
affect it. The latter is concerned with practical measures 
which translate monetary policy decisions into action in¬ 
volving a mass of technical detail. It is difficult to determine 
the borderline between monetary policy and monetary 
theory. Many theoretical principles imply or suggest de¬ 
cisions of policy. On frequent occasions policy decisions 
arise logically from the acceptance of certain theoretical 
principles, even though those responsible for tlic actual 
decision may not necessarily be aware of this. Only too 
often, however, monetary theories are too far divorced from 
reality to be of practical use for guidance to monetary 
policy. They apply to hypothetical conditions elaborated 
for theoretical purposes. Moreover, the same theory is liable 
to lend itself for serving as a basis for different policies. 
Nevertheless, a thorough knowledge of monetary theory and 
its latest developments is essential as a background to mone¬ 
tary policy decisions. 

The actual execution of details of a monetary policy is 
necessarily in the hands of Government officials or Central 
Bank officials whose concern lies entirely within the practi¬ 
cal sphere, and who are not necessarily required to appre¬ 
ciate the broad principles of the monetary policy they 
apply, let alone the theoretical principles serving as its back¬ 
ground. Those responsible for decisions of monetary policy, 
on the other hand, may not be sufficiently acquainted with 
the practical details the knowledge of which is indispen¬ 
sable not only for the execution of their policy but ako for 
its planning. Such details may concern the money market, 
the foreign exchange market, practical banking, price 
control, etc. There must obviously be co-operation with 
practical men to bridge the gap. It is at times impossible to 
ascertain the point where policy begins and technique ends. 
There are, however, subjects which quite evidently come 
within the definition of technical details. For instance, 
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official tactics in the foreign exchange market or money 
market are clearly distinguishable from strategy in those 
spheres. At the same time the systematic application of 
certain tactics is often a matter for policy decision. 

Within the broad category of monetary policy it is pos¬ 
sible to distinguish sub-divisions such as currency policy, 
credit policy, discount rate or interest rate policy, open 
market policy, reserve policy, foreign exchange policy, gold 
policy, price policy, etc. All these policies are sub-divisions 
of monetary policy just as monetary policy itself is a sub¬ 
division of economic policy, and economic policy may be 
said to be a sub-division of public administration or social 
policy. Nevertlieless, some of the policies enumerated above 
liave aspects which fall outside the sphere of monetary 
policy. For instance, price policy may pursue the end of 
changing the level of certain groups of prices in relation to 
each other with some non-monetary object in view. Gener¬ 
ally speaking, it is only if price policy aims at affecting the 
average price level, or those elements in the price level 
which determine the cost of living of the wage-earning 
classes, that it may come within the sphere of monetary 
policy. 

According to a fairly widespread conception, decisions 
concerning fundamental changes in the monetary system 
are beyond the scope of monetary policy, which is supposed 
to be confined to the working of the system of the day. 
Under that conception a change in the Bank Rate or of the 
exchange parity of the currency is an act of monetary policy, 
but the adoption or abandonment of the gold standard or 
the adoption of exchange control is a change of the whole 
system and amounts therefore to a measure of monetary 
reform. There seems to be no justification for such dis¬ 
crimination. Often a fundamental change of the monetary 
system is brought about by decisions which at the time they 
are made are considered merely tactical decisions. More¬ 
over, fundamental changes are usually undertaken with the 
object of influencing the immediate monetary situation. 
For instance, the gold standard may be abandoned in order 
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to be able to expand credit more freely, or to allow exchange 
rates to fluctuate. In any event it is dilBcult to sec into what 
category other than that of monetary policy decisions re¬ 
lating to changes in the system could be classed. 

There is also some tendency in many quarters to dis¬ 
criminate between short-term and long-term monetary 
measures. But, as Crowther rightly points out in his Outline 
of Money, any long-term tendency is made up of short-term 
fluctuations, and usually long-term trends can only be in¬ 
fluenced through the medium of short-term fluctuations. 
It is only when official action is directed against some purely 
technical aspect of the monetary situation that the scope of 
this action can be claimed to be too narrow to come within 
our definition of monetary policy. 

The monetary situation is liable to be influenced by 
private as well as by official action. An outstanding example 
of the former was the effort made by McKenna, Chairman 
of the Midland Bank, during the twenties to bring about 
an expansion of credit by importing gold when such tran¬ 
sactions could hardly be profitable. Banks in the United 
Kingdom are in a position to influence monetary policy by 
deciding to alter their conventional cash or liquidity ratios. 
The Trade Unions may influence the monetary trend ma¬ 
terially by deciding for or against upholding an official 
policy aiming at wages restraint. 

Although these and similar decisions unquestionably 
affect the monetary situation they cannot be considered to 
come within the scope of monetary policy - which to our 
mind implies official decision or action - unless they are in¬ 
spired by official policy. If we were to accept the principle 
that private decision or action may also constitute monetary 
policy it would be impossible to draw a borderline. After 
all, the attitude of each firm or individual in deciding 
whether to spend or save, whether to borrow or lend, 
whether to cut prices or hold out for higher prices, whether 
or not to resist paying high prices or wages, etc., is liable to 
affect the monetary situation. Decisions taken by large 
firms or wealthy individuals arc, of course, liable to pro- 
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duce a more pronounced effect than those of the average 
business man, consumer or wage-earner. The effect of the 
decisions of any one of us may be infinitesimal, but the 
combined effect of action by millions of individuals or thou¬ 
sands of firms, or the attitude of certain categories of pro¬ 
ducers or consumers, may well be so strong as to defeat the 
object of the official policy, or, alternatively, to support 
it effectively. Nevertheless, it would be absurd to regard 
an individual’s decision whether to buy Savings Certificates 
or a television set as a decision of monetary policy. 

We are apt to think of monetary policy as something 
essentially national. It is possible, however, to envisage an 
international monetary policy. In fact to some extent at 
any rate that is not a Utopian dream but is already 
practical reality. Within limits a large number of Govern¬ 
ments have relinquished part of their power in the sphere 
of monetary policy, either through agreements with other 
Governments limiting that power, or by submitting to the 
authority of some international body. About this more will 
be said in Chapter 35. The aim which is regarded by many 
people as ideal is to give some international authority 
full powers to determine the world’s monetary policy. It 
seems inconceivable, however, that such an ambitious ob¬ 
ject could be attained unless and until the nations are pre¬ 
pared to relinquish their sovereignty and submit to the 
will of some international Parliament and Government. 
As things are at present and as they are likely to remain 
for a long time, monetary policy is essentially national. 
Even to the extent to which major decisions are at present 
subject to international consultations, negotiations, or appro¬ 
val, the Governments have reserved the right to terminate 
any arrangements to that effect. This means that their wil¬ 
lingness to abstain from exercising freely their right to take 
monetary decisions may be treated as part of their national 
monetary policy. 




PART TWO 

The Ends of Monetary Policy 
♦ 




CHAPTER FOUR 


Alternative Ends 


In Chapter 3 monetary policy was defined as the official 
effort to increase the advantages of the monetary system 
or to reduce its disadvantages. It is simpler, however, to 
lay down such a broad rule than to determine the meaning 
of‘advantages’ and ‘disadvantages*. What may be regarded 
as an advantage or disadvantage is largely a matter of 
opinion. It often depends on our point of view or on our 
interests. Admittedly certain developments are on balance 
inherently advantageous or disadvantageous. Even so there 
remains the question of their order of priority. As we shall 
see in subsequent chapters monetary policy can pursue 
many different ends. It can aim at achieving various advan¬ 
tages or preventing various disadvantages. 

Very often the monetary authorities are confronted with 
the choice between alternative ends. No dilemma arises 
when several ends can be achieved by the same means. 
For instance, an expansion of credit can serve the end of 
stimulating trade, raising prices or preventing them from 
falling, and lowering interest rales. Assuming that those in 
charge of monetary policy are in favour of all tliese ends, 
or at any rate arc not against any of them, their task is 
simple. Their difficulties begin when they are in favour of 
some ends and opposed to others. They may be in favour 
of stimulating trade and of lowering interest rates, but they 
may be opposed to a rise in prices. In such a situation they 
have to decide whether it is more important to forgo the 
advantages of a trade expansion and cheap money for the 
sake of avoiding a rise in prices or whether they are pre¬ 
pared to sacrifice stability of prices for the sake of stimu¬ 
lating trade and lowering interest rates. 

The question of priorities among the ends of monetary 
policy assumes considerable importance when the alternative 
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ends to be pursued sire incompatible with e^ch other or 
conflict with each other. As we saw from the above ex¬ 
ample certain ends can be pursued only at the expense of 
other ends. Very often certain advantages can be achieved 
by monetary policy only at the cost of sacrificing other 
advantages or submitting to disadvantages in some other 
direction. 

The first step for those responsible for the shaping of 
monetary policy, and for those who wish to take an intelli¬ 
gent interest in it, is to form a clear idea about the range 
of choice between its various ends. It is impossible lor 
anyone who has not studied the subject systematically to 
realize the wide variety of uses to which monetary policy 
can be put. Even amongst those who have spent their lives 
in the theoretical study of monetary policy or in its prac¬ 
tical application there may be many who have never deemed 
it necessary to elaborate a comprehensive list of its possible 
ends. They are not, of course, unaware of the manifold uses 
of monetary policy. But they do not consciously weigh the 
arguments for and against any monetary decision according 
to the way in which it is liable to affect all the diverse ends. 
Only too often they are only concerned with the particular 
end that is supreme in their minds. Yet it is of the utmost 
importance that the effects of their monetary policy from 
the point of view of all the alternativp ends should be borne 
in mind. 

Very often the monetary authorities are in a position to 
kill several birds with the same stone. If this cannot be done 
it is necessary for the monetary authorities either to make 
up their mind which ends to pursue, or to strike some com¬ 
promise between the rival claims of the various ends, or to 
take additional action to minimize the unfavourable effect 
their policy is liable to have from the point of view of the 
ends which they feel impelled to sacrifice. 

There is no universally accepted or acceptable set of rules 
about the point of view fi-om which the conflicting require¬ 
ments of various ends of monetary policy should be weighed 
against each other. Economists may well lay down the law 
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about the ideal solution in what they regard as an ideal 
world. Statesmen and administrators, however, make al¬ 
lowances for practical considerations, having regard to the 
changing and often conflicting needs of our imperfect world. 
Their emphasis has to shift between various monetary, fis¬ 
cal, economic, social, political, and other objectives. Mone¬ 
tary ‘purists’ may attach the utmost importance to the 
maintenance of the stable value of money irrespective of 
the disadvantages such a policy entails in the economic, 
social, or political sphere. Monetary policy, however, does 
not exist in a vacuum, but forms part of the much broader 
system of public administration, lliose in charge of mone¬ 
tary policy are not theoretical purists but practical men. 
While they may listen to economists about the ideal ends 
that their monetary policy should pursue, they usually 
allow their decisions to be influenced, rightly or wrongly, 
by considerations of practical expediency. 

Only too frequently the choice docs not even rest with 
the monetary authorities that is, Central Banks and 
Treasuries, Their hand is forced by policy decisions on the 
highest level, to sacrifice the end of monetary stability for 
the sake of meeting the requirements of national defence or 
for some other consideration that rightly or wrongly takes 
precedence over monetary considerations. In time of war 
military ends must prevail over any others, though even 
then the Government must bear in mind economic, social, 
and political considerations in shaping its monetary policy. 
Failure to do so is liable to react unfavourably on the mili¬ 
tary situation, by causing a fall in the output or by gener¬ 
ating widespread discontent. 

Emphasis on the alternative ends of monetary policy is 
liable to change in the course of time. The priority of cer¬ 
tain ends may give way to the priority of other ends as a 
result of the development of the economy or of the develop¬ 
ment of economic science. The emphasis may be shifted 
through a change in the social concept or in the political 
balance of power. Monetary policy is subject to the influence 
of passing fashions as well as to fundamental trends, not 
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onJy in the choice of its means but also in the pursuit of its 

ends. 

There can be no rigid line of distinction between the ends 
of monetary policy and its means. For one thing, whether 
or not the achievement of certain ends in certain circum¬ 
stances is practicable depends on the means the monetary 
authorities are able and willing to employ to achieve those 
ends. There is bound to be a great deal of overlapping 
between ends and means. Many ends are at the same time 
means towards other ends. In a way, all monetary, econo¬ 
mic, social, or political ends are, or ought to be, merely 
means towards the supreme end of human happiness. 
Nevertheless, it is possible to avoid confusion between ends 
and means by distinguishing between them according to 
the main emphasis in the minds of those in charge of mone¬ 
tary policy. A reduction in the price level may be aimed 
at for its own sake or it may be aimed at for the sake of 
increasing exports. In given circumstances it may seem 
reasonable to class it among the ends rather than the means 
of monetary policy. Such classification may be arbitrary, 
but this need not give any cause for difficulties provided 
that we adhere to it consistently. 

It is tempting to compare the distinction between the ends 
and the means of monetary policy with the distinction be¬ 
tween military strategy and tactics. Even in the military 
sphere the borderline between the two is most indistinct. 
If we were to attempt to adapt the terms ‘strategy’ and 
‘tactics’ to the sphere of monetary policy we should inevi¬ 
tably encounter difficulties. We could not use ‘strategy’ as 
being synonymous with the pursuit of ends and ‘tactics’ as 
being synonymous with the application of means. The 
choice of the means for the execution of monetary policy 
would very often come under the heading of strategy. Only 
the technical details of its application would always come 
within the meaning of tactics. Thus a decision to expand 
credit would be regarded as a decision of strategy. It is 
the decision whether it should be expanded by means of 
lowering interest rates or through Treasury operations that 
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could be regarded as a matter of tactics. Indeed it is open 
to question whether many technical details which would 
come under tactics could be regarded as belonging to the 
sphere of monetary policy at all. 

The best way of determining the range of the ends of 
monetary policy is to enumerate and describe the types of 
policy that may be regarded as concerning wholly or 
mainly ends and not means. We propose to do this in the 
ensuing chapters. 



CHAPTER FIVE 


Adoption of Money 


The adoption of a monetary system by the tribal or State 
authority, or the recognition - expressly or by implication - 
of one that had developed spontaneously on private initi¬ 
ative, constituted the earliest end of monetary policy. All 
acts of active monetary policy originated from this end. The 
provision of a technical device which greatly facilitated all 
economic activities and which became a necessity after a 
community had reached a certain stage in its progress con¬ 
stituted an act of incalculable importance. Very often the 
primitive State authority confined itself to allowing money 
to develop for some time unaided by official action. Even 
in such instances sooner or later a stage was bound to be 
reached at which the State authority had to come to a 
decision whether to allow the monetary system to develop, 
and, if so, whether it should intervene to confirm, regulate, 
safeguard, or adjust the system. 

To appreciate the significance of this decision we must 
cast our minds back to distant periods of pre-history or 
early history before the development of a monetary system. 
It has often been suggested - not only by economists and 
economic historians but even by some anthropologists who 
ought to know better - that communities without some 
rudimentary form of money have never yet been found. 
This assertion is in striking conflict with factual evidence 
about the early periods of some historical races, and even 
more with what we know about primitive communities in 
recent periods. There are, in fact, many known instances of 
communities in which it has so far been impossible to find 
any evidence of the use of any kind of money up to a certain 
stage in their evolution. Admittedly this does not conclu¬ 
sively prove that they did not possess a monetary system. 
Possibly a more thorough investigation might produce 
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evidence indicating the existence of some primitive form 
of money that has so far escaped our attention. But on the 
basis of evidence at present available those communities 
must be regarded as having been at one time moneyless. 
Those who deny that there have ever been moneyless com¬ 
munities are entitled to insist that final judgement should be 
reserved pending closer investigation. They are not Justi¬ 
fied, however, in stating categorically that moneyless com¬ 
munities have never been found. The onus of proving the 
existence of money in communities which arc at present 
claimed to have been moneyless rests on them. 

Everything depends, of course, on what we mean by 
money. If we apply a narrow and rigid definition it is, of 
course, possible to quote a very large number of historical 
and ethnological instances of moneyless communities. Many 
authors are inclined to define money in accordance with 
modern usage. On the basis of such a definition it inevit¬ 
ably follows that many primitive communities in recent 
times, and civilized communities during early historical 
periods, should be described as moneyless. They had no 
money in the modern sense of the term any more than they 
had government, or religion, or legislation, in the modem 
sense of these terms. The other extreme is represented by 
the school of thought which applies an unduly elastic and 
loose definition of money, as a result of which any object 
which is used in barter transactions more frequently than 
other objects is claimed to be the currency of the com¬ 
munity concerned. On such a basis there is bound to be 
found a ‘currency’ in practically every community in the 
same way as there is bound to be an oldest inhabitant 
in every village. However, in some instances at any rate 
the absence of money has been sufficiently firmly estab¬ 
lished to satisfy all but the most extreme school favouring 
an elastic definition. 

For the purpose of this book money may be defined as an 
object or unit conforming in a reasonable degree to some 
standard of uniformity, used for reckoning and making 
payments and accepted with the ultimate intention of using 
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it for making payments. Many readers would probably 
prefer different definitions, but it does not really matter so 
long as they know that the term is employed in the above 
sense in this book. A moneyless community, for our pur¬ 
poses, is one where there is no money in this sense of the 
term. 

The absence of money in a community may be due to a 
wide variety of reasons. The following are some of these: 
(j) Low standard of intelligence. (2) Absence of an adequate 
sense of values. (3) Low stage of economic development. 
(4) Absence of a system of private property. (5) Existence 
of a more or less totalitarian planned economy. (6) Religi¬ 
ous objection to the use of money. (7) Existence of a closed 
self-sufficient economic unit. (8) Extreme distrust in the 
monetary system. 

We need not concern ourselves with instances in which 
the absence of money is due to the prevalence of a low stan¬ 
dard of intelligence or low stage of development. There are, 
however, a number of instances in which the communities 
concerned were sufficiently developed for the use of money 
but abstained from using it as a matter of deliberate policy. 
The earliest known instance of this kind is that of ancient 
Egypt. Until a comparatively recent phase of its history it 
was moneyless in the sense that it possessed no medium of 
exchange, even though it had an abstract unit of account 
on the basis of which barter was transacted. The value of 
goods and services exchanged against each other was reck¬ 
oned on the basis of a unit of weight of copper. But copper 
was merely an abstract standard of value and was not used 
regularly in payment for goods and services. Ancient Egypt 
had reached a very advanced stage of civilization and of 
statecraft. It seems reasonable to assume, therefore, that the 
absence of a monetary system was due not to ignorance, or 
to any indifference of the State authority towards the exist¬ 
ence or non-existence of money, but to deliberate policy pre¬ 
venting its adoption. Indeed the Egyptian State authority 
was firmly opposed to the introduction of coinage for a long 
time after its adoption by other Mediterranean countries. 
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Its attitude comes within our definition of a passive mor ^tary 
policy. 

A more recent and more circumstantial histoncal instance 
of deliberate exclusion of money from the economic system 
is provided by the evidence concerning the Inca Empire 
before the Spanish conquest of Peru. Prior to the arrival of 
Pizarro’s army, no money had been in use in the country. 
.Although it possessed exceptionally rich gold and silver re* 
sources, those metals were not used for monetary purposes. 
The Inca Empire was a perfect example of a collectivist 
totalitarian State where every phase of the economic activi¬ 
ties of the population was strictly regulated by the State 
authority. The central administration at Cuzco determined 
in minute detail what everybody had to produce and how 
the output should be allocated. There was no need for 
money in connexion with the production or distribution of 
goods. Producers of goods had to surrender a fixed propor¬ 
tion of their output to the authorities and the latter provided 
for the requirements of those who did not take a direct 
part in production or those engaged in public works which 
were executed with conscript labour. There was n# pr#fit 
motive and no individual initiative. Wages and salaries as 
such were unknown. Accumulated possessions were redis¬ 
tributed from time to time. In the circuipstances there could 
be no scope for the use of a medium of exchange or a stand¬ 
ardized store of value. There was a limited amount of barter, 
but there was no evidence of the use pf any unit of account, 
let alone means of payment. The country’s large supply of 
precious metals was used solely for ornamental or industrial 
purposes. The whole economic system was planned on the 
basis of elaborate statistics collected by the central adminis¬ 
tration. Even more than in the case of Ancient Egypt the 
absence of money was due to deliberate policy. 

Another instance in which the State authority deliberately 
abstained from adopting money was the Jesuit Republic of 
Paraguay during the sixteenth and seventeenth centuries. 
The Jesuits established a benevolent dictatorship in Para¬ 
guay in order to safeguard the population against the cruelty 
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and rapacity of the conquistadores and of the adventurers 
who usually followed in their wake. They transacted a cer¬ 
tain amount of foreign trade with the aid of money but 
organized the internal economy of the country on a planned 
moneyless basis. The system continued to a large degree even 
after the Jesuits had lost their administrative authority. 
Barter continued to prevail right to the end of the eighteenth 
century, and all salaries and taxes were payable in kind. 
There was not even a unit of account to facilitate barter, 
which was based on fixed lists of the exchange values of 
goods in terms of other goods. 

The system of the Jesuit Republic of Paraguay under 
which money was used for foreign trade but not for domes¬ 
tic requirements had many precedents in mediaeval Europe. 
The history of that period abounded in instances of closed 
economies which were for all internal purposes moneyless. 
Many large monasteries and baronial estates were such 
economic units. They were practically self-sufBcient and 
under an authoritarian regime their production and distri¬ 
bution was planned without the use of money. Everybody 
had definite functions to perform, not in return for payment 
in money but as a duty to the community, which in return 
provided them with what they needed. There were similar 
closed economies in more recent periods in Latin America 
where certain large estates - the pueblo and the hacienda - 
achieved almost complete self-sufficiency and no money was 
used in their internal economies. 

More recently certain religious communities, especially in 
the United States, operated moneyless systems. Some such 
communities are still in existence. They are closed economies 
the members of which regard themselves and each other as 
members of a large family within which everyone contributes 
his share of the work and everyone gets his share of the result. 

After the Communist Revolution of 1917 in Russia it was 
expected for some time that the Soviet regime would adopt 
a moneyless economy. This at any rate was inferred from 
the way in which the existing monetary system was reduced 
to absurdity through extreme inflation. That was done, how- 



Adoption of Money 6i 

ever, out of sheer necessity, rather than out of deliberate 
policy, owing to the impossibility of balancing the Budget 
amidst the prevailing chaotic conditions. During the period 
when paper money became utterly depreciated and dis¬ 
credited Russia was practically moneyless, though in various 
localities some limited primitive media of exchange or stand¬ 
ards of value came to be adopted spontaneously without 
State approval. After tlie end of the Civil War, and with the 
consolidation of political and economic conditions, a mone¬ 
tary system was established which, in outward form at any 
rate, conformed to a high degree to the systems in operation 
in capitalist countries. The extreme depreciation of the cur¬ 
rency after the Second World War under the Communist- 
controlled regime in Hungary is said to have been a matter 
of deliberate policy the object of which was to wipe out all 
‘bourgeois’ wealth and incomes. The aim of the alleged 
official policy could not have been, however, the elimination 
of the monetary system as such, but merely the elimination 
of the existing currency and its replacement by a newly 
created currency. It must also be remembered that inflation 
in anti-Communist Greece or Nationalist China was not 
much more restrained than in Communist Hungary. 

While some Socialist writers flirt from time to time with 
tlie idea of a moneyless community the achievement of that 
aim cannot be regarded as forming an integral part of 
Socialist or Communist policy. Karl Marx himself regarded 
the idea as Utopian. Indeed it has always been one of the 
favourite ideas of those who have elaborated Utopian systems. 
Sir Thomas More himself envisaged his Utopia as a money¬ 
less community. In order to discredit gold and make it un¬ 
suitable for monetary use he suggested that it should be 
used as a material for the production of degrading objects 
such as fetters or certain humble household utensils. On the 
other hand Robert Owen’s system, which was put into 
operation to a very limited extent during the early part of 
the nineteenth century, cannot be classed among the planned 
moneyless economics, since it merely aimed at the substitu¬ 
tion of labour tickets for the conventional form of money. 
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For all practical purposes these labour tickets were money 

imder a different name. 

Decisions of the authorities in any of the moneyless com¬ 
munities to adopt money or to abstain Scorn opposing its 
spontaneous development constituted an act of monetary 
policy. As we said above, sooner or later in the course of 
economic evolution the State authority of each community 
must have taken some such decision. This does not neces¬ 
sarily mean that in each instance the chief of the tribe, or 
the king and his advisers, decided after careful deliberation 
in favour of adopting money or allowing it to develop. Such 
a conception would be as unrealistic as that of Rousseau’s 
Control Social^ which assumed that early communities de¬ 
cided by general agreement the form of their respective 
social systems. Things did not happen that way either in the 
social or in the monetary sphere. The evolution was to a 
large extent a gradual and unconscious process the signifi¬ 
cance of which was probably not grasped for a long time 
by those participating in k. 

It seems reasonable to assume that in the overwhelming 
majority of instances there was originally no deliberate de¬ 
cision by the State authority to establish a monetary system 
or to sanction in so many words a monetary system that 
had developed on private initiative. What must have hap¬ 
pened in the very large majority of instances was that at a 
given stage the State authority came to assist in the adop¬ 
tion or development of a monetary unit by decreeing that 
certain payments, such as taxation, tribute, fines, blood 
money, etc. must be made in the form of standardized 
objects, or that, if made in other forms, they should be 
reckoned on the basis of some standardized unit of account. 
Presumably long before the authorities deliberately adopted 
such media of payment or units of account, the objects or 
units in question had already been in widespread use on 
private initiative for the purpose of religious sacrifices or 
tribute, blood money, the payment of bride price, or in 
other non-commercial transactions. 

According to the classical conception of economic history 
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money is supposed to have developed through the progress 
of division of labour and the resulting complexity of trade, 
which made barter increasingly cumbersome and incon¬ 
venient. In my Primitive Money I sought to refute this theory 
on the ground that during early phases of economic evolu¬ 
tion non-commercial payments such as those mentioned 
above were incomparably more important than the limited 
amount of barter that was transacted. 1 took the view that 
long before the progress of commerce and specialization in 
production through advanced division of labour had re¬ 
duced barter to absurdity some standardized monetary ob¬ 
jects or units must have been in use for non-commercial 
payments, and that owing to the regular demand for such 
objects for those purposes they had become eminently suit¬ 
able for eventual adoption as a medium of exchange. 

It seems probable that in many instances long before that 
stage was reached the tribal or State authority deemed it 
necessary to intervene in some form. In all probability there 
was no question of deliberately decreeing that the objects 
in question should be used as money. They were presum¬ 
ably recognized officially as such by implication, through 
some measure under which it was made compulsory for 
members of the community to make or accept certain pay¬ 
ments in the form of those objects, or to reckon them in 
terms of the units employed in transactions with the State 
authority or with one another. It was probably only at a 
relatively advanced stage that legislation was enacted giving 
the means of payment in question a formal status as money. 
The monetary use of barley and silver in Babylonia, for 
instance, was regulated legally by the Code of Hammurabi 
towards the turn of the twenty-first century b.g., but there 
is documentary evidence of their much earlier joint mone¬ 
tary use under the Dynasty of Akkad towards the beginning 
of the twenty-eighth century B.c. 

It seems reasonable to assume that in most instances when 
we encounter evidence in the form of legislation regulating 
the use of money, whether in Babylonia, the Hittite Empire, 
or ancient China, the laws adopted did not actually establish 
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the monetary system but merely confirmed substantially 
an existing state of affairs. They regulated and legalized 
some actual practices which must have been in force for a 
considerable time before the State authority came to con¬ 
sider it necessary to intervene. Its intervention constituted, 
" nevertheless, a most important act of monetary policy, a 
landmark in the monetary history of the country concerned. 
Indeed it is possible to argue - as many authors do - that it 
was not until this stage had been reached that money came 
into existence. It is in this question-begging sense that 
Knapp’s State Theory of Money is entitled to claim that 
* money is the creature of law’. 

The adoption of coinage in Lydia by King Gyges in the 
early part of the seventh century b.g. was by far the most 
important act of monetary policy in the ancient period, and 
indeed one of the most important events in the history of 
monetary policy. There had probably been some primitive 
forms of money in existence in Lydia before that decision. 
Nor were the scaled elcctrum dumps of Gyges the first in¬ 
stances of the monetary use of sealed ingots. The sealing of 
ingots to guarantee their weight or fineness is believed to have 
originated in Cappadocia, a dependency of Assyria, towards 
the end of the third millennium b.c. Such ingots, bearing 
the seal of a magistrate, were regularly employed in com¬ 
mercial transactions. There were also sealed ingots circu¬ 
lating in Babylonia during the same period, but there is no 
evidence that the guarantee implied by the seals was that 
of the Central Government. It seems more probable that it 
was given by cities, temples, or merchants of standing. 

Notwithstanding these precedents the adoption of coinage 
in Lydia, and its almost simultaneous adoption in the Greek 
city state of Argos and also in ancient China, constitutes a 
most important landmark in the evolution of monetary 
policy- It is the first clear instance of a policy which has 
remained in force right up to our day, under which the 
State authority does not confine itself to the approval of 
some existing currency or even to decreeing its creation, but 
takes it on itself actually to provide the community with a 
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standardized medium of exchange. Henceforth this came 
to be considered as forming part of the functions of the 
State, although in many communities during the mediaeval 
period this function was relinquished on frequent occasions 
in favour of private interests, and during the modern period 
it was ceded to banks of issue. 

It must be borne in mind, however, that the power of the 
State to adopt a monetary system or to maintain it is not 
unlimited. It is impossible to force a monetary system on a 
community which is not ready for its adoption or which 
does not trust the money chosen by the State authority. In 
many instances throughout history communities relapsed 
into natural economy as a result of an extreme depreciation 
of the currency, notwithstanding the effort of the State 
authority to maintain it in monetary use. This is but one of 
the innumerable instances to show that monetary policy is 
far from being all-powerful. 

Modern colonizing Powers which tried to force primitive 
communities to adopt a monetary system encountered at 
times considerable difficulties. It was not until the economic 
and cultural development of these communities had reached 
a relatively advanced stage that they began to respond to 
these efforts. The monetary system, in order to be accept* 
able and in order that it should work satisfactorily, must 
bear some relation to the economic and cultural back* 
ground, and this must be borne in mind by the State au* 
thority in its decision to adopt a monetary system. 

In itself a decision by the State authority to adopt a 
monetary system was not necessarily sufficient to ensure 
the achievement of that end. It was necessary to enact some 
form of law and to enforce it. The practical use of the mone¬ 
tary object by the State authority for making and accepting 
payments in itself went a long way towards ensuring the 
adoption of money. Various ways in which money was made 
more suitable to fulfil its functions - the adoption of coinage 
was one of these ways - also reinforced the decision to adopt 
money. Nor was it enough to ensure the adoption of money. 
On many occasions throughout history the Governments 
C 
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had to pursue a policy to ensure that the money of their 
choice remained in monetary use, in fkce of a strong inclina¬ 
tion on the part of the community to reject it and either to 
revert to natural economy or to adopt spontaneously some 
unauthorized form of money. Measures to force the com¬ 
munity to retain the legal money in monetary use, or de¬ 
cisions to replace the discredited money by some new money, 
were adopted on many occasions by the State authorities in 
pursuing the end of imposing on the community a money 
of their choice. 



CHAPTER SIX 


Choice of Monetary System 


The choice of a monetary system is a monetary policy 
decision of the utmost importance. To a very large extent 
it prc-dctermines the ends of the monetary policy which 
have to be pursued once the system chosen by the State 
authority has become operative. The decision whether to 
choose a scarce or a plentiful object to serve as currency is 
bound to influence the basic monetary trend. In primitive 
communities the monetary object chosen was in a large 
niunber of instances something which could not be pro¬ 
duced within the community and which was bound to have 
therefore a scarcity value. For instance in many African 
communities salt was for a long time the favourite medium 
of exchange because the demand for it usually exceeded the 
available supply. In various Pacific islands the shell cur¬ 
rency in monetary use consisted of shells which had to be 
imported from some remote island in preference to those 
which could be picked up on the local beaches. 

It would be a mistake, however, to conclude firom such 
instances that primitive monetary policy always aimed at 
choosing a monetary system that tended to keep money 
scarce - that, in the jargon of economists, it was neces¬ 
sarily ‘deflationary’. For in a very large number of in¬ 
stances monetary policy pursued exactly the opposite end. 
It was the staple product of the country which was selected 
for monetary use. By such means an adequate and even 
plentiful supply of the monetary object was ensured, and 
also a steady and substantial additional demand for the 
staple product of the community. 

In many ethnological and historical instances the same 
communities adopted systems that combined the use of 
some relatively scarce object with that of some relatively 
plentiful one. Thus in the monetary system of Babylonia 



68 How Money is Managed 

the inadequate monetary supply of silver was supplemented 
by the monetary use of barley, which was the staple product 
of the fertile plains between the Tigris and the Euphrates. 
One of the reasons why during most of the course of history 
more than one object was used for monetary purposes was 
precisely the inadequacy of the quantity of the object which 
was considered the most suitable for that purpose. 

In my Primitive Money I give a detailed account of the 
very large number of objects or units chosen for monetary 
use. The use of more than one object in the same community 
resulted in an almost infinite variety of combinations. In 
addition the use of the same object or unit gave rise to several 
different systems according to the way it was applied for 
monetary purposes. In a large number of instances the 
choice was made spontaneously and largely unconsciously 
by the community itself. Nevertheless, as we saw in the last 
chapter, the tribal or State authority sooner or later played 
a decisive r 61 e, if not in choosing the system at any rate in 
officially recognizing, confirming, and regulating it. At a 
more advanced phase the choice and the change of the 
monetary system had become increasingly a matter of mone¬ 
tary policy decision, although in many instances the hands 
of the State authority were forced by spontaneous monetary 
developments that preceded its decision. 

Generally speaking it is true to say that by the time the 
stage was reached at which metals came to be used as 
money the State authority had come to play a decisive role 
in the choice of the monetary system. Monetary policy in the 
countries of the ancient Mediterranean civilization aimed, 
whenever possible, at the monetary use of a metal which 
happened to be produced in the country concerned. It was 
not by accident that lead was the original currency of 
Assyria. The reason why silver was preferred to gold by the 
Semitic races in Western Asia - to such an extent that in 
Semitic languages the same word was used for * money’ as 
for ‘silver’-was that these countries did not possess any 
•gold resources. The coinage adopted in Lydia during the 
first half of the seventh century b.c, consisted of punch- 
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marked dumps of elcctrum because in Lydia ^ goW ore 
had a silver content and metallurgy did not until later reach 
a sufficiently advanced stage to separate the two metals. 
On the other hand silver was adopted as the principal cur¬ 
rency of Athens because of the rich silver deposits at 
Laurion. Both Persia and Macedonia chose gold for their 
coinage because they happened to be rich in that metal. 

There is at least a possibility that the reason why Sparta 
selected iron for her clumsy currency was not really the 
pursuit of a deliberate policy of austerity but the fact that 
the Peloponnesus contained the most important iron mines 
in ancient Greece. The choice of copper in Sicily and in 
early Rome was again connected with the nature of the 
metal resources available locally. Nor would the ancient 
Britons have used sword-shaped iron bars as their currency 
at the time of Julius Caesar if they had had to import the 
metal for that purpose. 

At a later stage of monetary history gold and silver be¬ 
came universally adopted as monetary metals in most civi¬ 
lized countries, irrespective of whether they were able to 
mine the metals at home or whether they had to depend on 
imports for their monetary supplies. Both gold and silver 
were used simultaneously for monetary purposes in many 
countries from the seventh century b.g. to the nineteenth 
century a.d. There remained, however, wide scope for 
monetary policy decisions to determine which of the two 
metals should be the main currency and which should act 
as a secondary currency. This did not always depend on the 
authorities, but in theory at any rate they had the initiative 
in influencing the relative monetary roles of the two metals 


according to the figure at which they fixed the gold-silver 
ratio. Decisions to alter that ratio, to debase the coinage, or 
to fix the terms of recoinage went beyond mere changes in 
the monetary units. They very often resulted in fundamental 
if temporary changes of the monetary system, because silver 
was replaced by gold as the main monetary metal or vice 
versa. The highly involved bimetallist system provided a 
wide scope for such fundamental changes. 
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The advent of paper money introduced yet another c/e- 
mcnt of complication and fiirthcr widened the scope of 
monetary policy in respect of the choice of the system. 
During the course of the eighteenth century most Govern¬ 
ments decided to adopt paper money to supplement their 
coinage. The question whether it should be issued by the 
Government or by privileged banks, which was an import¬ 
ant policy decision, had to be settled, just as in earlier 
centuries the State authority had to decide whether coin¬ 
age should remain in its own hands or whether this right 
should be ceded to private interests. 

The authorities had also to choose between the systems of 
convertible and inconvertible paper money. Originally 
most note issues were intended to be convertible, and their 
purpose was to serve not as a non-interest-bearing Govern¬ 
ment loan but merely as a convenient device to facilitate 
monetary circulation. In most instances, from the mediaeval 
experiences of China onward, suspension of convertibility 
was not the result of any preconceived deliberate policy. 
There were instances, however, in which the suspension of 
specie payments was decided upon as a matter of expedi¬ 
ency in preference to other measures which might have 
arrested the decline of the metallic reserve. In particular 
Russia and the Austro-Hxmgarian Monarchy in the nine¬ 
teenth century provided instances of such policy decisions 
as a result of which the system of convertible paper money 
was replaced by one of inconvertible paper money. Restor¬ 
ation of convertibility is yet another policy decision 
changing the whole monetary system in operation in the 
community concerned. 

Decisions to abandon the bimetallic standard, under 
which both gold and silver served as a basis for the curren¬ 
cies with a fixed ratio between them, and to replace it by 
the gold standard, were made by most Governments of the 
Western civilization during the latter part of the nineteenth 
century. This was an important policy decision and was 
accompanied in many countries by bitter political contro¬ 
versy. In the United States a Presidential election was fought 
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over it in the nineties, and the slogan of Bryan, the candi¬ 
date favouring bimetallism: ‘You shall not crucify man- 
kind upon a cross of gold’ will long be remembered. 

Many important countries had adopted some form of gold 
standard by the end of the nineteenth century, though 
relatively few countries had a fully effective gold standard 
in actual operation, in the sense in which the system was 
defined before 1914. In many instances before the First 
World War a system was chosen under which the notes 
remained inconvertible but the exchange value of the 
currency was maintained stable in relation to gold. This 
system is sometimes called the gold exchange standard, 
though properly speaking that term should be reserved 
for the system in which the monetary authorities are under 
legal obligation to convert their currency into another 
currency which itself is on the gold standard. The Indian 
rupee before 1914 provided the classical example of that 
system. Many countries were on a gold exchange standard 
in fact if not in law, because, although their Central Bank 
was under no legal obligation to convert its notes into some 
currency that was convertible into gold, in practice it inter¬ 
vened in the foreign exchange market whenever this was 
necessary in order to maintain the national exchange stable 
in relation to the convertible currencies. In a number of 
countries before 1914 a limping standard’ was in force 
under which silver was allow^ to retain a certain limited 
rdle. For instance in France the Central Bank reserved the 
right to pay out silver instead of gold in certain circum¬ 
stances when the French authorities were anxious to 
moderate the drain on the Bank of France’s gold reserve. 
The choice of one or other type of the gold standard and its 
effective adoption constituted one of the major ends of 
monetary policy. 

After the First World War various types of gold standard 
were adopted in various countries. Indeed, when in the 
early thirties the League of Nations published a volume 
containing the details of the gold legislation of all member 
countries, it was found that there were very few in which 
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the rules were absolutely identical. The reconstruction of 
the currencies in a number of countries under the auspices 
of the League’s Finance Committee introduced a certain 
degree of uniformity, because the adoption of certain rules 
regarding the form of gold standard to be applied was made 
one of the conditions for the grant of financial assistance 
by the League. Even so there were minor discrepancies, 
Britain decided in 1925 to adopt the ‘gold bullion stan¬ 
dard’ as distinct from the full gold standard with gold 
coins circulating freely as before 1914. This meant that the 
notes were not convertible into coins, but foreign holders 
of sterling were entitled to buy ingots from the Bank of 
England at its official selling price, for shipment overseas, 
or for keeping on deposit with the Bank. A number of 
countries adopted either the same system or the gold ex¬ 
change standard. The Central Banks of the latter, instead 
of aiming at building up large gold reserves of their own, 
endeavoured to accumulate large foreign exchange reserves 
consisting mainly of currencies on a gold basis such as 
sterling and dollars. The Central Banks were buyers of 
dollars or sterling whenever an excessive supply tended to 
cause an unwanted appreciation of the national currency, 
and sellers whenever an excessive demand threatened to 
cause a depreciation. 

The adoption of some form of gold standard by most 
countries constituted an impK>rtant policy decision, replac¬ 
ing as it did inconvertible and fluctuating paper currencies 
by more or less convertible and stable currencies. Decisions 
in the opposite sense were taken during the thirties when, 
following on the suspension of the gold standard by Great 
Britain in 1931, most countries adopted fluctuating paper 
currencies during subsequent years. Many currencies were 
made inconvertible in the full sense of the term. Not only 
did the monetary authorities cease to convert them into 
gold or foreign exchanges either at the fixed or at the 
fluctuating rate, but residents of the countries and foreign 
holders of their currencies were forbidden by law to acquire 
foreign currencies in the open market. 
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noUcy decisions aiming at a imvdainwvtat cn^ 
monitary system in force, namciy, the ad^ttoti 
moval of exchange restrictions interfenng with the t^om 
to transfer money abroad. There is nothing new in that 
system, which had operated in various instances already 
during the ancient period and the Middle Ages, when on 
many occasions restrictions were imposed on international 
movements of gold or silver and on exchange operations be- 
tween national and foreign coins. Later these rules came to be 
supplemented by restrictions on transactions in foreign bills. 

During the fii^t World War and the period of inflation 
that followed it, many Governments adopted exchange 
restrictions. It was not until the thirties, however, that the 
system reached its full development. In this respect the 
choice of the Governments between the various systems of 
restricted currencies was even wider than in respect of 
their choice of the exact type of gold standard. Having 
decided in favour of the principle of exchange restrictions 
the Governments had to decide on the nature and extent 
of those restrictions. They had to decide whether to forbid 
capital movements only or whether to place under ofHcial 
control also exchange transactions arising from current 
foreign commerce. They had to decide if and to what 
extent free dealing in the open market in foreign exchange 
should be allowed to continue. 


Again the authorities in many countries had to decide 
whether, having suspended free dealing in foreign exchanges, 
they should allocate the foreign exchanges required by im¬ 
porters and others for approved purposes, or whether they 
should adopt the ‘exchange clearing* system invented in 
1931. During the thirties a very large number of Govern¬ 
ments in Central and Eastern Europe and also some 
Governments in Western Europe concluded such clearing 
agreements, the nature and operation of which will be 
explained briefly in Chapter 32. There was an endless 
variety in the terms of such agreements. The international 
aspects of the monetary system of some countries came to 
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be based almost entirely on them. They were not always 
confined to relations between two countries. In addition to 
bilateral clearing systems some countries adopted triangular 
and multilateral systems under which three or more coun* 
tries participated in the arrangement. 

The thirties witnessed the development of currency areas 
under which a number of countries established closer mone¬ 
tary relations with each other than they had with the rest of 
the world. This system was not altogether new. It had existed 
before the first World War in the form of arrangements 
such as the Latin Monetary Union, the Scandinavian Mone¬ 
tary Union, etc. Those arrangements, however, amounted to 
no more than the adoption of identical official gold parities 
and in some cases identical names for the monetary units. 

In 1932 the foundations were laid for the Sterling Area, 
which was quite a different system of currency union. In 
fact the system actually came into operation in September 
1931, when, following on the suspension of tlie gold standard 
-in Britain, practically all countries of the British Common¬ 
wealth decided to allow their currencies to fluctuate in 
terms of gold in sympathy with sterling in order to maintain 
rigidly stable relations with sterling. The Ottawa Confer¬ 
ence of 1932 led to the formal establishment of the Sterling 
Area. In addition to stability in relation to sterling it created 
a certain uniformity of monetary policy in other respects. 
Subsequently, when after the outbreak of the Second World 
War Britain and other countries adopted exchange restric¬ 
tions, the freedom of the exchange operations within coun¬ 
tries of the Sterling Area was maintained and assumed 
considerable significance. Decisions to form such inter¬ 
national monetary unions, to join existing unions, or to re¬ 
linquish membership of them constitute very important 
monetary policy decisions affecting the monetary system. 

Another way in which the Government has to take mone¬ 
tary policy decisions is in respect to the extent to which 
actually operating systems are provided with legal founda¬ 
tions. Writers in the ’thirties learnt to discriminate between 
de jure stabilization and de facto stabilization, according to 
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whether the extiange rale of the natiojW 
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ing in changes in the monetary system. Decisiom admitting 
or preventing the monetary nsc of foreign coins or notCI 
formed yet another category of monetary policy decisions 
affecting the monetary system. For instance after the Second 
World War sovereigns became a most important currency 
in Greece tbrongb the initiative of the public, but their 
monetary use was officially confirmed and regulated to a 
large degree by the Greek monetary authorities. 

There are innumerable changes of detail decided upon 
by the monetary authorities which are liable to modify the 
monetary system to some degree. These will be dealt with in 
later chapters covering the various aspects of monetary policy. 

To what extent is the selection of a particular monetary 
system an end in itself and to what extent is it a means 
with the aid of which the Government intends to pursue 
its monetary policy? Beyond doubt, certain systems are 
often selected because they are liable to make the pursuit 
of certain policies possible or even necessary. Nevertheless, 
the importance of choosing a system which, in the Govern¬ 
ment’s opinion, is best suited to the requirements of Ac 


country in prevailing circumstances is so overwhelming Aat 
the decision may rightly be claimed to pursue primarily 
that end, even if Ac adoption of Ac new system is liable to 
predetermine Ac subsequent pursuit of certain oAcr ends. 
The restoration of the gold standard in Britain in 1925 was 
an end of the monetary policy pursued ever since 1918. It 
compelled Ae Governments holding office between 1925 
and 1931 to follow restrictionist monetary policies in order 
to be able to maintain Ae gold standard. These policies 
were Ae means to Ae end of maintaining Ac gold standard. 
On Ae oAcr hand it is conceivable that in oAer instances 


Ae gold standard was adopted as a means to Ac end of 
making the pursuance of a deflationary or anti-inflationary 
policy inevitable. 



CHAPTER SEVEN 


Determining the Value of Money 


The determination of the value of the monetary unit has 
always been regarded by most people as one of the most 
important - if not the most important - ends of monetary 
policy. Beyond doubt the State authorities have consider¬ 
able power in this sphere, though not nearly as much as 
was attributed to them by a school of thought that gained 
prominence during the early part of this century. The con¬ 
ception that the State is in a position to determine the value 
of money is not new. It appears in the writings of mediae¬ 
val authors who regarded the Prince as all-powerful in this 
respect, as in so many others. In its modern form it origin¬ 
ated in G. F. Knapp’s famous work The State Theory of 
Money. This much-quoted work emphasizes the powers 
which the State possesses of ensuring the monetary use of the 
object of its choice and of determining the nominal value 
of the monetary unit irresjjective of its intrinsic value. 
In all fairness to Knapp it must be admitted that it was 
not he but the interpreters of this theory who put forward 
the view that the State is in a position to determine not 
merely the choice of money and its nominal value, but also 
its purchasing power. This view misrepresented Knapp’s 
basic theory, which does not go beyond claiming that the 
State was in a position to ensure the validity of some object 
chosen for monetary use. To claim this is something quite 
different from suggesting that the State has unlimited 
powers in determining the value of money. 

Opponents of Knapp’s theory, provoked by its exag¬ 
gerated interpretation by its supporters, are inclined to fall 
into the opposite extreme. They flatly deny that the State 
has any powers at all to impose its will in face of economic 
trends which alone determine the value of money. They 
hold the State theory responsible for the German inflation 
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during and after the First World War. According to 
them it was the belief in the omnipotence of the State 
in the monetary sphere, generated by Knapp’s theory, 
that encouraged the German Government to embark upon 
an unlimited issue of paper money on the assumption 
that it would be in a position to maintain the value 
of the mark notes notwithstanding the increase in their 
quantity. 

Critics of Knapp triumphantly pointed out that the dis¬ 
astrous collapse of the mark after die First World War con¬ 
clusively proved the worthlessness of the State theory by 
showing how utterly helpless the State was in the face of 
major economic forces. 

The truth lies between the two extreme views. Even 
though the capacity of the State to determine the value of 
money is far from absolute, it is in given circumstances 
very considerable. Its powers arc not confined to choosing 
the money and ensuring that it is accepted in payment. 
The State is in a position to determine or influence 
the value of money to a large extent in more than one 
sense. 

(i) Choice of monetary unit The power to choose the cur¬ 
rency gives the State a considerable power to determine the 
value of money. The State authority is in a position to 
decide whether objects or units of high or low value should 
serve as money. By this decision alone it can decide whether 
prices should be high or low in terms of the monetary 
unit. On the face of it this is merely a matter of simple 
arithmetic. Whether the unit is, say, an ounce of silver or 
a pound of silver docs not really affect the value of silver, 
even though prices in the former case are sixteen times 
as high as in the latter. In reality, the magnitude of the 
unit does tend to affect the cost of living to some extent. 
This fact was discovered in West Africa when coins took the 
place of cowries as currency. Even the smallest coin was 
equivalent to a very large number of cowries, and prices 
of the cheapest goods and services rose to the minimum 
level which could be expressed in the lowest denomination 
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of the new unit and which could be paid in the smallest coin 

in circulation. 

The State is, of course, in a position to fix a number of 
units and sub-divisions of multiples of units for various re¬ 
quirements. During the Ancient period the most generally 
known unit was the talent, which was, however, a very 
large unit, so that only princes and the wealthiest members 
of the community were in a position to transact business 
in it. For the requirements of the less wealthy classes the 
State authority in various Eastern countries fixed the unit 
of the mina, and smaller units such as the drachma and the 
obol in Greece. 

The need for the State authority to choose currencies of 
various values to circulate concurrently was realized at an 
early stage. In primitive communities we encounter many 
instances of the use of different moneys by different classes. 
In some of these instances there was practically no con¬ 
necting link between these currencies, and price levels ex¬ 
pressed in them were largely independent of one another. 
Certain goods could only be purchased against one or the 
other of the currencies. In other instances, however, the 
State authority determined the ratios between the various 
officially chosen or officially recognized currencies, and these 
ratios were often largely artificial and independent of econo¬ 
mic considerations. 

Indeed such is the power of State authority in deter¬ 
mining the value 'of monetary units that at times it can 
defy not only economic laws but even the laws of simple 
arithmetic. The Chinese Emperor Wang Mang, who ruled 
from A.D, 8 to 23, introduced a new copper coinage in which 
the smallest unit contadned proportionately the laigest 
amount of metal and each higher denomination contained 
proportionately less metal. The largest coin contained only 
one quarter per cent as much metal per unit as the small¬ 
est coin. Such abnormal ratios could, of course, only be 
maintained with the aid of drastic penalties against those 
who refused to comply with the law. Even so, the system 
did not work very smoothly, and in a.d. 14 a new system 
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was introduced in which the disproportion was consider¬ 
ably less pronounced, though the laws of arithmetic con¬ 
tinued to be defied. 

A more recent instance of the power of State authority 
to interfere with the arithmetic of the monetary system was 
found in the French Sudan by the German traveller Lenz 
during the 1880s. In Timbuktu eight times ten cowries had 
to be reckoned as 100, ten times eighty (nominally 100) 
was reckoned as 1,000, and so forth, so that what was called 
100,000 was really only 64,000. 

(2) Choice of monetary materiaL The power of the State 
authority to choose the monetary material and to determine 
the extent of its monetary use is bound to influence con¬ 
siderably the value of the material chosen. The monetary 
use of any object necessarily creates a very considerable 
additional demand for it. Unless it is accompanied by a cor¬ 
responding increase in the output of the monetary object 
its value in terms of goods and services is bound to rise 
considerably. What usually happens is that its monetary 
use tends to increase its value and its increase in value in 
turn tends to stimulate an increase in its production when¬ 
ever that is possible. When the supply of the monetary 
material is limited, however, as in the case of the precious 
metals, the increase of its monetary use through State 
decisions necessarily entails an increase in its value. It is 
not generally realized that, although gold has a by no 
means inconsiderable value as a metal for industrial or 
ornamental purposes, it owes a very large part of its value 
to its widespread monetary use. But for the withdrawal of 
very large quantities of gold from the market for monetary 
requirements, its price would be considerably under its 
present level, in spite of the unquestionably high intrinsic 
value of the metal. 

The claim is justified, therefore, that even gold owes a 
very large proportion of its value to monetary policy deci¬ 
sions by a large number of Governments. This fact was 
brought home very clearly by the heavy slump in the value 
of silver during the lifetime of the present generation. The 
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slump was brought about during the inter-War period by 
monetary policy decisions in China and elsewhere to dis¬ 
continue the use of silver as money. The extent to which its 
demonetization during the late nineteenth and early twen¬ 
tieth centuries affected its value may be appreciated from 
the fact that while the proportion of the value of gold to 
that of silver from the ancient period to the late nineteenth 
century varied within the approximate range from i to 8 
to I to 15 its present proportion is i to 56. Although the 
slump was due in part to the increase in the output of 
silver through recent mining and metallurgical develop¬ 
ments lowering its cost and increasing its quantity, to a 
large extent it was the consequence of monetary policy 
decisions. There can be no doubt that gold would suffer a 
slump of a comparable extent in the unlikely event of 
monetary policy decisions curtailing its present limited 
monetary use as reserves for international payments. 

(3) Maintenance of the value of the monetary unit. Monetary 
policy plays a highly important part in defending the value 
of the monetary unit against adverse pressure. It is one of the 
principal duties of the State authority to try to safeguard 
the value of the national currency. The earliest steps taken 
to that end were measures against counterfeiting currency. 
Indeed the main object of the adoption of coinage through 
affixing an official seal to pieces of monetary metal was to 
make debasement of that metal more difficult. It was not 
as if the State itself had insurmountable objections to de¬ 
basement. That practice soon came to be regarded, how¬ 
ever, as a profitable State monopoly. Polycrates of Samos 
brought it to a fine art in the sixth century b.c., and his 
example was followed by innumerable rulers during the 
ancient and mediaeval periods and even in more recent 
centuries. Nevertheless, the State authority employed all 
its might to prevent debasement by private enterprise. It 
continued to do so after the adoption of paper money, the 
counterfeiting of which it has sought to prevent by inter¬ 
national conventions ensuring co-operation between States. 
Nevertheless some Governments themselves are not averse 
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to printing large quantities of paper money as an easy way 
of covering their budgetary deficits. 

Some State authorities also endeavoured to uphold the 
value of their coinage by a relatively frequent replacement 
of worn coins and coins debased as a result of deliberate 
clipping. In many instances, however, it was considered 
profitable or expedient to lower the value of the new coins 
to the depreciated value of the coins in circulation. In other 
instances the State authorities decided in favour of restoring 
the old value of the coinage either by bearing the loss on 
the exchange of good coin for bad or by inflicting a corre¬ 
sponding loss on the public by accepting the worn or 
clipped coins at a reduced value in exchange for the new 
coins. 

Monetary policy plays a very important part in defending 
the exchange value and the internal purchasing power of 
the national currency by a wide variety of means which 
will be discussed in detail in later chapters. Policy decisions 
to that end cover measures aiming at preventing an undue 
increase in the quantity of money and purchasing power, 
moderating the effect of any increase on prices, safeguarding 
the exchange rates at an approved level, etc. To the extent 
to which these devices are practised successfully the State 
authority does indeed influence the value of money con¬ 
siderably, in spite of what Knapp’s opponents think. The 
State has means at its disposal for defying, at least in part 
and temporarily, the economic forces making for a cur¬ 
rency depreciation. Such measures include Bank rate 
change, fiscal devices, price control, rationing, exchange 
control, subsidies, official operations on the money markets, 
foreign exchange markets and commodity markets, etc. 

As for the power of the State to bring about a deliberate 
depreciation in the value of the national currency, or to 
prevent an appreciation which would take place if natural 
tendencies were allowed to produce their effects, it is almost 
unlimited. There have been many instances in monetary 
history of debasements and devaluations, undertaken by the 
State authority not under irresistible pressure of economic 
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forces nor as a legal confirmation of actual depreciations 
which had already taken place, but as a matter of deliberate 
monetary policy for the sake of financial or other advan¬ 
tages. In many other instances the ofiicial monetary policy 
successfully resisted tendencies which, if allowed to take 
their course, would have raised the purchasing power or the 
exchange rates of the national currency above the level 
approved by the authorities. 

(4) Changes in the value of monetary units. One of the unques¬ 
tionable merits of Knapp’s theory is that it draws attention 
to the power of the State to fix the ratio between a new 
monetary unit and the monetary unit it replaces. If Britain, 
for instance, were to decide to reckon in future in terms of 
crowns instead of pounds the State is in a position to enact 
legislation fixing all outstanding liabilities at four crowns 
for each pound. The price level would be determined im¬ 
mediately after the change by the ratio between the old 
and the new units. The nominal amounts in which prices 
are expressed would be in the above instance four times 
higher than they had been immediately before the change. 
Needless to say the State authority could not prevent an 
immediate rise or fall in prices following on the change if, 
as a result of the operation of economic forces, such rise or 
fall would have taken place in the absence of a change of 
the monetary unit. Indeed the change in the unit itself 
might conceivably set into motion additional trends which 
would affect the value of the new unit after the change. 
All the Government can do is to define the new unit in 
terms of the old unit at the moment of the change, and to 
ensure that the payment of old liabilities contracted in 
terms of the old unit should become dischargeable in terms 
of the new imit on the basis of the official ratio. If four 
new units were made equal to one old unit, then a liability 
of 100 old units would become a liability of 400 new units - 
unless the State chose to decree otherwise. 

During the period of metallic currencies the State auth¬ 
ority was in a position to change the value of the monetary 
unit by means of debasement. This could assume various 
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forms. The Government was in a position to issue coins with 
the same nominal value but containing less metal. This was 
done repeatedly in Rome during the Punic Wars. Or it 
could maintain the metallic content of the coins unchanged 
while decreeing that they be acceptable in debt settlement 
for larger amounts than before. The first known instance 
of such a measure was that of Solon in Athens in the sixth 
century b.c. Yet another method of changing the value of 
money through State action is the changing of the price 
at which the Mint accepts metals for coinage. Increasing 
the seigneurage - that is, the profit charged by the Mint for 
the coinage of the metah - was a favourite device through¬ 
out the Middle Ages and the two centuries that followed. 
England was one of the first countries to do away with 
seigneurage and pay the full value of the monetary metals 
to those who delivered them to the Mint. 

Changes in the value of the monetary units could be 
brought about by changing the gold-silver parity (the value 
of gold expressed in silver, or vice versa) in countries where 
both metals played a monetary role. The possibility of 
influencing the flow of bullion by changing the gold-silver 
ratio provided ample scope for monetary policy. If an ounce 
of gold in the Low Countries was equivalent to, say, thir¬ 
teen ounces of silver, and the English authorities wanted 
to attract more gold, all they had to do was to raise the 
gold-silver ratio in England to, say, fourteen, to make it 
profitable to ship gold from Antwerp for sale to the Royal 
Mint in London. Such changes were of very frequent occur¬ 
rence. 

Although history produced many instances of drastic de¬ 
basements of coinage their extent was insignificant com¬ 
pared with the extent of devaluations of paper currencies. 
Paper money was first invented in China in the eleventh 
century. Its history is the history of a long succession of 
devaluations. Each one of them is evidence to show the 
power of the State to determine the value of money by 
changes in a downward direction. 

John Law’s experiment in France between 1718 and 1720 
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provided an unusual instance of changing the value of cur¬ 
rency as a matter of monetary policy. His idea was to 
strengthen confidence in his paper money by trying to dis¬ 
credit gold and silver coins. He sought to achieve this end by 
frequent changes in the value of the coins in terms of paper 
money, as a contrast with the ‘stability’ of the nominal 
value of his notes. Between September 1719 and December 
1720 he changed the value of gold coins on twenty-eight 
occasions and that of silver coins on thirty-five occasions 
in an effort to induce holders to rid themselves of such 
‘unstable’ currency and seek safety in converting their coins 
into ‘stable’ notes. The disastrous failure of the experiment 
shows that monetary policy is helpless in face of economic 
forces brought about by large-scale inflation. 

One of the most interesting instances of devaluation was 
provided by Austria during and after the Napoleonic Wars. 
In 1811 the florin notes were devalued to one-fifth of their 
original value, and in 1817 tliey were further devalued to 
two-fifths of their reduced value, so that twenty-five florins 
became reduced to two florins. Simultaneously with this 
devaluation a detailed schedule was issued indicating the 
rates at which debts contracted in the old currency at 
various times during the period of depreciation were to be 
repaid in the new currency. Allowance was made in this 
schedule for the degree of the actual depreciation of the 
florin at the time when the debt was contracted. The object 
of this measure was to safeguard creditors against being 
victimized through the repayment of their claims in de¬ 
valued currency. It tried to achieve a kind of rough justice - 
which is more than could be said about most other devalu¬ 
ations in monetary history. 

The periods that followed both World Wars provided a 
large number of instances of the fixing of the value of cur¬ 
rencies as a matter of policy. In Czechoslavakia, Yugo¬ 
slavia, Rumania and Poland, several different currencies 
were in circulation in the various territories taken over after 
the Armistice of 1918. It was one of the tasks of the mone¬ 
tary policies of the Governments concerned to unify the 
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monetary system and to that end to fix a ratio between 
the various currencies. As a general rule that ratio was 
fixed not on the basis of the prevailing market exchange 
rates but in such a w?iy as to secure an advantage to the 
peoples of the territories taken over by the countries con¬ 
cerned, by exchanging their notes at rates higher than the 
prevailing market rates. This is another instance of the 
power of the State authority to determine the value of a 
currency independently of the natural economic forces. 

Changes decreed by Governments in the value of their 
national currencies have not always been in a downward 
direction. There are many instances in monetary history of 
upward revaluations in connexion with coinage reforms 
following a bad period of debasement. In more recent times 
both Sweden and Canada revalued their currencies after 
the Second World War. Instances of revaluations are, how¬ 
ever, incomparably less frequent than those of devalu¬ 
ations, and Ae secular trend of the value of money over a 
period of centuries is distinctly downward. This is recog¬ 
nized and accepted by most Governments. They are, on the 
whole, inclined to abandon resistance to any persistent 
downward trend, and do not attempt to reverse it. One of 
the abortive attempts at swimming against the tide was that 
of Great Britain after the First World War, when Ae official 
monetary policy aimed at raising Ac value of sterling to its 
pre-War level of $4.86. This end was achieved in 1925, but 
wiAin six years the Government felt impelled to abandon 
its efforts to maintain sterling at its pre-War level, and 
allowed it to depreciate in 1931. 

Instances of monetary policy decisions resulting in 
changes in Ae value of currency could be multiplied almost 
indefinitely. Admittedly in a large proportion of such in¬ 
stances Ae hands of the authorities were forced by powerful 
trends. Their action in devaluing or revaluing was the con¬ 
sequence of fundamental changes which could not be pre¬ 
vented or reversed wiAout efforts involving major sacrifices. 
Even so Aere arc a sufficient number of instances to show 
that to a very large extent Governments are the masters of 
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the monetary destinies of their countries. Their decisions to 
change the value of their currencies often became inevitable 
as a result of the deliberate pursuit of economic, social, or 
political policies, the importance of which, in their opinion, 
overshadowed purely monetary considerations. In the ma¬ 
jority of instances, however, a stage must have been reached 
some time or another, when the Governments were con¬ 
fronted with the dilemma whether to pursue their various 
policies at the cost of monetary stability or to abandon 
them in order to save their currency. For this reason it 
seems justifiable to take the view tliat even though subse¬ 
quently their hands may have been forced by trends which 
they could not foresee in good time, the depreciation or 
appreciation of their currencies was strictly speaking the 
outcome of monetary policy decisions taken at some stage. 

The realization of this should go a long way towards dis¬ 
posing of much one-sided criticism of Knapp’s theory con¬ 
cerning the power of the State to determine the value of 
money. What the critics really mean is that the State has 
no power to eat its cake and keep it. Given the adoption of 
various inflationary economic, social, and political policies 
the Government is, of course, powerless in the long run to 
prevent these policies from producing their natural, logical 
and inevitable effects on the value of money. That effect 
may be delayed with the aid of various measures of control 
and intervention, but in the long run it cannot be prevented 
except through a timely reversal or abandonment of the 
policies responsible for the trend they generate. To do so 
may be considered politically inexpedient or economically 
costly. What matters from the point of view with which 
we are concerned in this chapter is that the decision rests 
with Governments and their Parliamentary majorities. 

We are, therefore, entitled to claim that the State auth¬ 
ority has immense power in determining the value of 
money. It has not Ae power, however, in the sense in 
which supporters of Knapp claim it to have. They are right 
in claiming that the State has the power to bring about 
changes in the value of money by a stroke of the pen. They 
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are wrong in assunung that the passing of laws is in itself 
sufficient to ensure the maintenance of that value. A great 
deal more is required to achieve that end, in the form of 
monetary policy decisions and their application. Even those 
decisions arc far from being able to produce the full effect 
aimed at. Nevertheless, as we shall see in the following 
chapters, they are apt to produce far-reaching effects. And 
if Governments arc prepared, rightly or wrongly, to sacri¬ 
fice every other consideration for the sake of a policy aiming 
at maintaining the value of money, that policy is often able 
to achieve its end. 



CHAPTER EIGHT 


The Pursuit of Internal and External Stability 


The last chapter dealt with the power of the State to deter¬ 
mine the value of its money. In the present and the two 
following chapters we shall examine the ends for which that 
power can be used. From this point of view there are, 
broadly speaking, two schools of thought, according to 
whether money is regarded as a technical device or as a 
major instrument of economic policy. The first conception 
is a static one, and favours a monetary policy aiming at 
stability. The second conception is essentially dynamic and 
favours a policy aiming at changes, whether in the direction 
of a rise or a fall in the value of money. Those who regard 
money as a mere technical device, the object of which is to 
facilitate the smooth functioning of the economy, do not 
expect monetary policy to influence fundamental economic 
trends. They expect money to remain ‘neutral’, which 
means that it is not supposed to cause a general rise or fall 
in prices, nor to stimulate or handicap production, distribu¬ 
tion, or consumption. Under this conception the main task 
of monetary policy should be to prevent any departure of 
money from ‘neutrality’. A well-behaved money is one 
which does not cause any movements of the general price 
level. This was the predominant view during the first three 
decades of the twentieth century. The monetary system 
and monetary policies responsible for its management were 
subject to much criticism during that period, mainly on the 
ground of the instability of the value of money. 

On the other hand, those who consider money a major 
dynamic factor, and a major instrument of economic and 
social policy, take the view that monetary policy must aim 
at intervening actively to influence economic trends. An 
important school of thought - which achieved the zenith 
of its power during the twenty years between 1931 and 1951 
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_ advocates the use of money as a mean, of 
oroduction with the aid of an 

Sicy It favours an increase in the quanuty « 

Slier to finance the production of nmt %oc^ to 
enable consumers to buy more. A rising trend of pnees 
usually accompatucs the successful applicaUon of an ex- 
pansionary monetary policy. In the view of some of the 
supporters of such an ‘inflationary’ policy this is a neces¬ 
sary evil, but it is worth while for the community to put up 
with it for the sake of the beneficial effects of monetary 


expansion. 

The opposite extreme is represented by the school which 
holds the view that monetary policy must aim at ensuring 
a steady fall of prices in accordance with the downward 
trend in the cost of production, or in order to be on the 
safe side against the ever-present forces of evil that would 
be making for inflation in the absence of such safeguards. 
According to this ‘deflationary’ school money must always 
be kept in short supply. 

Although it is easy to quote early instances of inflationary 
and deflationary monetary policies, it seems probable that 
in the majority of instances throughout history the aim of 
monetary policy was the achievement of stability. When 
other aims were pursued it was not because a rise or a fall 
in the price level was preferred to stability. Inflationary 
policies were usually adopted during periods of war, though 
occasionally the extravagance of princes - or, for that mat¬ 
ter, of Parliamentary Governments - forced their countries 
into inflation in time of peace. In so far as deflation was a 
result of deliberate policy and not of circumstances over 
which the authorities had no control, it occurred on many 
occasions as a result of excessive measures taken to ensure that 
money remained sufficiently scarce to ensure its stability. 

The adoption of precious metals for monetary purposes 
was in itself, consciously or otherwise, an act in accordance 
with the requirements of monetary stability, owing to the 
relative scarcity of these metals. It is true, from a very 
early stage metallic moneys were frequently debased; their 
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quantity was thus increased and their value reduced. Many 
rulers, though trying hard to avoid this, were unable to 
resist the temptation to debase their coinage. Others, how¬ 
ever, went out of their way to restore monetary stability 
through re-coinage operations by which the excessive quan¬ 
tity of debased coins was replaced by a smaller quantity of 
full-valued coins. 

The adoption of paper currency provided additional 
temptation and opportunity for departures from the policy 
of stability on a hitherto unknown scale. The early history 
of paper money abounds in such instances. After the Napo¬ 
leonic Wars, however, most Eiu^opean Governments en¬ 
deavoured to maintain the stability of their currency by 
maintaining a metallic standard, and thereby putting an 
automatic brake on monetary expansion. Viewed from the 
perspective of history the century that followed the Battle 
of Waterloo may appear to us a very stable century. In 
reality even during that period monetary trends showed 
noteworthy ups and downs which, moderate as they may 
seem to us after the experience of the First and Second 
World Wars and their aftermaths, were considered very 
unsettling in their days. To a large degree they were con¬ 
nected with changes in the output of monetary gold in 
relation to expanding commercial requirements, and with 
the abandonment of the monetary use of silver. 

The discovery of the Californian and Australian gold 
fields towards the middle of the nineteenth century, and 
again the South African and Alaskan gold rush towards the 
end of that century, resulted in rising trends in the volume 
of money and in prices, not as a matter of monetary policy 
but through the automatic working of the gold standard, 
under which system an increase of the gold reserves meant 
a monetary expansion. In between those two gold rushes 
the additions of new gold to the world’s monetary gold 
supplies &iled to keep pace with the needs of expanding 
trade. There were in consequence shortages of money, all 
the more so as expansion of population, technical progress, 
and the rising standard of living made for larger monetary 
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requirements. The result vras a defladonary trend accratu* 
ated by the dc-monetization of silver in many countries. 

It is, therefore, incorrect to claim that during the 
nineteenth century stabilizationist monetary policy fully 
achieved its end. The intention had been, however, to 
maintain relative stability by adhering to a system which 
ensured relative scarcity. The maintenance of a metallic 
standard set a limit to the increase in the quantity of 
notes, and also in the volume of credit which came to play 
an increasingly important part in the monetary system. 
The view was held widely if not generally that the working 
of the automatic gold standard with the minimum of official 
interference was the best - indeed the only — way of ensur¬ 
ing relative monetary stability in the long run. 

It was not until the period between the two World Wars 
that an alternative means to the same end began to emerge 
in the form of scientific monetary management. From the 
late twenties onward the view was gaining ground tlmt 
monetary trends should not be left to the caprices of 
nature but should be made independent of the ebb and 
flow of newly mined gold supplies. The idea originated with 
the opponents of monetary stability who had hoped that 
through an abandonment of the gold standard it would be 
possible to embark on a degree of monetary expansion 
which had been impossible so long as the restraining in¬ 
fluence of the gold standard had continued to prevail. It 
was taken up, however, also by many monetary economists 
and monetary authorities who favoured the maintenance of 
the gold standard but realized the need for its more elastic 
application. 

The ‘managed’ gold standard which developed during 
the twenties aimed at maintaining monetary stability by 
neutralizing the effects on price levels of an unwanted in¬ 
crease or decrease of the gold reserves. This was done 
primarily not on account of any disturbing effects of fluc¬ 
tuations in the gold output but in order to minimize 
the inconvenience caused by fluctuations in the gold re¬ 
serves of individual countries. During the late twenties 
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when Britain lost gold the decline of her gold reserve was 
not allowed to produce its full effect on the volume of 
credit. On other occasions a credit expansion through an 
unwanted gold influx was prevented by official action in 
the opposite sense. This policy of ‘neutralization’ was prac¬ 
tised more systematically in the United States, 

One of the reasons why even some highly orthodox 
quarters were inclined to favour the replacement of the 
automatic gold standard by the managed gold standard 
was the realization that the world’s supply of monetary gold 
was no longer sufficient to ensure the smooth working of 
the automatic system which made for a decline of prices 
through monetary scarcity. This was partly because of the 
maldistribution of gold that developed during and after the 
First World War. A disproportionately large percentage of 
the monetary gold supplies found its way to the United 
States, and, owing to the persistently favourable American 
balance of payments, there was no possibility of securing a 
more even distribution. The rest of the world had to be 
content with an inadequate stock of the monetary metal. 
Its inadequacy became accentuated because, while the 
price of gold remained at its pre-1914 figure, the prices of 
practically all goods and services remained well above their 
pre-War level. A smaller amount of gold in the world out¬ 
side the United States had to finance a much higher turn¬ 
over of trade. And since the current output of newly mined 
gold was not sufficient to make up for the deficiency, mone¬ 
tary policy experts all over the world elaborated devices for 
economizing in the use of gold. These devices - which will 
be exaniined in the chapters dealing with the means of 
monetary policy ~ aimed at maintaining the stability of the 
value of money. It was rightly feared that a world-wide 
scarcity of gold might result in a heavy decline in prices. 
This was in fact what happened eventually in spite of efforts 
to economize in the use of gold. Stabilizationist policy was 
no more successful during thb period than it had been in 
the nineteenth century. But it seems reasonable to suggest 
that in the absence of that policy the fall in prices would 
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have been even sharper, or that it would have culminated 
long before 1931 in a slump of prices and the abandonment 
of the gold standard. 

The managed gold standard during the twenties pro¬ 
vided a useful transition from stabilization policy under the 
gold standard to the stabilization policy under inconvertible 
paper currency. During the thirties the gold standard came 
to be suspended everywhere, but the methods of managing 
the gold standard in the interests of stability were largely 
retained and adapted to the requirements of managing in¬ 
convertible currencies to the same end. 

At the same time, however, while the technique for 
maintaining stability has improved, the objective of a stable 
monetary system to be pursued by monetary policy was 
largely replaced by one of monetary expansion. This was 
because the downward trend in world prices during the 
early thirties caused grave disturbances in world economy. 
The idea that it is the object of monetary policy to arrest 
and reverse this process and to prevent its recurrence at all 
costs, even at the cost of producing some inflation (or, as it 
came to be called, ‘reflation ’), became increasingly popular. 

By 1937, however, the United States Government adopted 
the view that the rise in prices had gone far enough. Once 
more the monetary authorities in Washington reverted to 
the pursuit of stability. In Britain by the late thirties the 
problem which the Government had to face was not one of 
choosing between deflation and reflation but one of pre¬ 
venting rearmament from producing an inflationary effect. 
Even though the extent of rearmament was negligible until 
the outbreak of the Second World War, from 1937 onwards 
the Government was preoccupied with fiscal and other 
measures aiming at preventing a rise in prices. 

With the outbreak of the War in 1939 monetary policy in 
all well-organized countries came to concentrate on an effort 
to keep wartime inflation under control. On the basis of the 
experience of the First World War, and also on the basis of 
the experience of Nazi Germany during the rearmament 
drive of the late thirties, various devices were adopted to 
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neutralize inflation or to suppress its effect on prices. As the 
War was proceeding these devices became increasingly effec¬ 
tive. Every belligerent Government realized that in wartime 
conditions it would be useless to try to prevent inflation 
altogether. Indeed they went so far as to admit to them¬ 
selves the need for a certain degree of inflation to stimulate 
the economic war effort. Their monetary policies aimed at 
keeping down the extent of inflation as far as possible, and 
in so far as inflation had to take place they aimed at pre¬ 
venting it from producing its full effect on prices. In face 
of the practical arguments in favour of minimizing the 
inevitable rise in prices for the duration of the emergency, 
theoretical arguments against price controls and against 
physical controls pursuing the same end were brushed aside. 
Never before in modem history had the pursuit of stability 
assumed the form of such far-reaching and effective Govern¬ 
ment action interfering with economic trends. Considering 
the extent of war-time inflation, the extent of the rise in 
prices was in most countries remarkably moderate. 

The comparative success of the stabilizationist policies 
pursued during the War encouraged their continuation after 
the War, at first in the interest of reconstruction and then 
in that of raising the standard of living. As during the 
War, the object of monetary policy was to combine the 
advantages of an expanding monetary system with those of 
an outward stability. In most countries the Governments 
aimed not at the elimination of inflation but at the sup¬ 
pression or mitigation of its effects on prices. The difference 
between monetary policies in the thirties and those in the 
late forties and early fifties was that for some years before 
the War a rise in prices was the declared object of the 
authorities, while sifter the War they sought to disclaim 
responsibility for it. The pursuit of stability was not openly 
discarded as the end of monetary policy. The Government 
paid lip service to it, but was not prepared to adopt meas¬ 
ures which would have checked the rise in prices, because 
it would have checked or at any rate materially mitigated 
and also delayed the rise in the standard of living. That rise 
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cost of a gradual depredation of the purchasing power of 
money. Indeed it may be said that the post-War Govern¬ 
ments were in favour of stability, but only in so far as its 
achievement did not call for measures that would have been 
detrimental to social security, expansion of productive 
capacity, or rearmament. 

Hitherto we have been dealing with the pursuit of 
stability without trying to discriminate between internal 
and international stability of currencies. Under the classical 
conception the same policies are calculated to further both 
the end of a stable domestic price level and that of stable 
exchange rates. This view was powerfully reinforced during 
and after the First World War by Cassel’s Purchasing 
Power Parity Theory, according to which exchange rates 
were determined by the relative changes in the domestic 
price levels of the countries, concerned, and a rise in prices 
at home is accompanied by a depreciating trend of the 
exchange rate. On this assumption the only effective de¬ 
fence against exchange depreciation in the long run would 
be a prevention of inflation at home. 

Other economists of the same period argued in the oppo¬ 
site sense, claiming that the domestic price levels of coun¬ 
tries with inconvertible paper currencies were determined 
by the movements of their exchange rates. Beyond doubt a 
sharp depreciation of an exchange through speculative 
causes tends to bring about a sharp rise in the domestic 
price level of the country concerned, unless the movement 
is reversed before it has produced its effect. For this reason 
it was urged that internal monetary policies could not be 
pursued effectively unless and until the disturbing influences 
affecting exchange rates - adverse trade balance, specula¬ 
tion, international movements of funds, etc. - arc elimin¬ 
ated. Both theories contain a great deal of truth. Instead of 
being rival theories, in reality they complete each other. 
What matters from our point of view is that under their 
joint influence the concept that the interests of internal and 
external stability are identical became firmly established in 
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the twenties. This in spite of Irving Fisher’s proposal that 
domestic prices in the United States should be kept stable 
by means of adjustments of the gold value of the dollar, 
which would of course mean fluctuating exchange rates. 

During the thirties the possibility of a conflict between 
the requirements of internal stability and those of external 
stability came to be widely realized. Deflation was proceed¬ 
ing rapidly all over the world, though in some countries 
faster than in others. This meant that, given stability of 
exchanges, the price levels in some countries became higher 
than in others even in the absence of any inflationary policy 
that would tend to produce that result. The country which 
was unable or unwilling to swim with the deflationary tide 
fast enough had to suffer grave disadvantages because its 
prices were relatively high and non-competitive. It was 
losing markets abroad and even at home. Confronted with 
such situations the monetary authorities had to decide 
whether to restore equilibrium by enforcing a sufficiently 
drastic deflationary policy or whether to take the line of 
least resistance by reducing the external value of their cur¬ 
rency. By means of a devaluation or depreciation it was 
possible to restore equilibrium between the higher domestic 
price level and the lower world price level with a stroke of 
the pen. 

Concern about the stability of the external value of money 
is presumably as old as the monetary system itself. It is only 
in modern times, however, that the close association between 
monetary policies and domestic prices has come to be fully 
realized. This is partly because the statistical measurement 
of changes in the average price level is a comparatively 
recent invention, and partly because until recent centuries 
the response of price levels to monetary changes was rela¬ 
tively slow and incomplete. On the other hand changes in 
the international value of money had always been evident 
- at any rate to those directly concerned with conunercial 
and financial transactions between countries. Opposition to 
debasements during the Middle Ages was mainly due to their 
effect on the value of the national coins abroad, and prob- 
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ably to a much less extent to fears of a rise in the domestic 
price level. 

A century of uninterrupted stability in the exchange value 
of sterling was accompanied by fairly wide fluctuations in 
its domestic purchasing power. Nevertheless, when in 1931 
the gold standard was suspended the depreciation of the 
international value of sterling was viewed with indifference 
by the British public. ‘A pound is a pound, no matter at 
what rate it is quoted in the foreign exchange markets,’ 
sums up the reaction of the man in the street. In many 
other countries, with experience in more advanced inflation, 
the general public became much more exchange-rate con¬ 
scious. Indeed a stage was reached in some countries when 
domestic prices came to be adjusted daily, and even hourly, 
to the changes in tlie quotations of foreign exchanges. In 
such countries internal stability was of course inconceivable 
without external stability. On the other hand in countries 
such as Britain it was possible for monetary policies aiming 
respectively at internal and external stability to come into 
conflict with each other. 

One of the reasons why in Britain there is a jxjssibility of 
internal stability cv<m in the absence of external stability is 
that she is part of the Sterling Ai'ca which supplies a large 
proportion of her food and raw material requirements. 
Since currencies of the Sterling Area usually appreciate or 
depreciate in sympathy with the pound, the sterling price 
of imports from the Sterling Area is not affected directly 
and immediately by a change in the external value of ster¬ 
ling. This circumstance tends to reduce the extent to which 
the domestic price level is liable to be affected by exchange 
fluctuations- Hence the policy of sacrificing external stability 
for the sake of maintaining internal stability stands a better 
chance of succeeding than it would in some isolated country. 

The alternative policy aims at upholding external stability 
at the cost of submitting to unwanted changes in the do¬ 
mestic price level. Such changes may come about as a result 
of changes in world prices or as a result of monetary meas¬ 
ures taken in defence of the external stability of the exchange. 

D 
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For instance, in 1931 Britain might have saved the external 
stability of sterling if the Government had taken timely and 
drastic deflationary measures leading to a sharp fall in the 
domestic price level. Instead, sterling exchange was allowed 
to depreciate in order to avoid the need for bringing about 
such a fall, even though deflationary measures were taken 
eventually to minimize the depreciation of sterling. 

Between 1931 and the outbreak of the Second World War 
British monetary policy aimed at the internal stability of 
sterling at the cost of external instability. From time to 
time the sterling exchange was allowed to depreciate in 
order to avoid an internal deflation. It was allowed to ap¬ 
preciate when exchange stability would have meant a rise 
in the domestic price level. In 1933 the United States 
adopted a similar policy. One of the aims of the deliberate 
depreciation of the dollar was to check and reverse the defla¬ 
tionary trend that was causing immense economic and social 
hardship. There was for some time during the thirties a 
period of competitive currency depreciation during which 
the Governments aimed at safeguarding themselves against 
internal deflation by outbidding each other in the deprecia¬ 
tion of tlieir exchanges. This policy came to a standstill as a 
result of the Tripartite Currency Agreement of 1936, be¬ 
tween the United States, Great Britain, and France. 

The main object of the Bretton Woods Agreement was to 
prevent the resumption of competitive currency deprecia¬ 
tion after the war. Nevertheless, the Bretton Woods system 
admitted the principle that if the price level of a country 
finds itself to be out of equilibrium with the world price 
level, that country is entitled to restore equilibrium through 
a devaluation or a revaluation of its exchange, in order to 
obviate the necessity for lowering or raising its domestic 
price level. The fact that some countries were actually au¬ 
thorized by the International Monetary Fund, which con¬ 
trols the application of the principle, to alter their exchange 
parities, has proved that the principle established at Bret¬ 
ton Woods can operate in practice. Neither the Inter¬ 
national Monetary Fund nor indeed the Governments of the 
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member countries were keen on resorting too frequently to 
such adjustments. They were prepared to put up with con¬ 
siderable inconvenience to avoid a change in their exchange 
parities. For instance, although it became increasingly obvi¬ 
ous in the early fifties that prices in France were too high, 
the French Governments which followed each other in office 
in close succession were unwilling to adjust the situation by 
means of another devaluation of the franc. They were pre¬ 
pared to put up with grave economic and political difficul¬ 
ties in pursuing the end of the international stability of the 
franc. In this respect they merely reverted to the policy pur¬ 
sued during the thirties when France kept aloof for a long 
time from the policy of competitive currency depreciation 
and preferred to put up with an endless succession of crises 
rather than devalue the franc. The same policy was followed 
during the early thirties by Mussolini, who declared in 1926 
that he would defend the lira with the last drop of his blood. 
It was pursued by Germany after the depreciation of ster¬ 
ling, and the resulting internal difficulties were largely re¬ 
sponsible for the advent of Hitler in 1933. 

In reality the conflict between the requirements of inter¬ 
nal stability and those of international stability is in many 
instances not so shtirp as it might appear from the foregoing. 
The reason why the French Governments in the fifties were 
unwilling to devalue the franc was not that they attached 
undue importance to its external stability but that they re¬ 
alized that another devaluation would only set into motion a 
fresh vicious spiral leading to a further rise in the domestic 
price level. This was the experience of France throughout the 
post-War period. Each successive devaluation secured only a 
temporary respite; prices soon caught up with the deprecia¬ 
tion of the international value of the franc, and even went 
beyond it, so that after a year or two the price level in 
France was once more too high compared with the world 
level. In the case of France the pursuit of stability called for 
internal disinflationary measures which, if effective, would 
have safeguarded the external as well as the internal stab¬ 
ility of the franc. 
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A stabiJizationist monetary policy is concerned only with 
the stability of the average price level. There may be wide 
movements in individual prices or groups of prices without 
calling for official action to safeguard stability so long as the 
changes in the prices more or less offset each other. Accord¬ 
ing to one school of thought, the function of a monetary 
policy should confine itself to neutralizing any monetary 
trends that threaten to upset stability. If price movements 
are caused by non-^moneiary factors such as, for instance, 
failure or super-abundance of a crop, there is no cause for 
official intervention. This view is not held generally, how¬ 
ever. It has been gradually realized that a movement of 
prices initiated by non-monetary causes might easily assume 
a monetary character by setting into motion a vicious spiral. 
For this reason among others, Hawtrey and other monetary 
economists believe that a stabilizationist monetary policy 
must endeavour to prevent or correct any price movements 
even if they arc due to non-monetary causes. 

The difficulty is that the application of this principle may 
entail inflationary or deflationary action by the authorities 
even if the monetary situation itself does not call for such 
action. For instance, should the failure of crops cause a rise 
in the prices of land products, in the absence of official action 
this tends to bring about a rise in the average price level. 
To counteract this the authorities would have to adopt 
deflationary measures, or at any rate they would have to 
prevent the rise in prices from bringing about a credit 
expansion due to larger monetary requirements. Conversely, 
an exceptionally large crop may cause a fall in the average 
price level through the fall in prices of land products. The 
remedy suggested by Hawtrey is expansionary devices which 
tend to raise the average level of prices. 

It is not always easy to discriminate between monetary 
and non-monetary causes of a change in the price level. The 
authorities confronted with a rise or a fall are inclined to 
take action on the assumption that whether or not the evil 
is due to monetary causes it can be remedied by monetary 
action. 



CHAPTER NINE 


The Policy of Raising Prices 


As in the previous chapter, so in the present one we are 
concerned solely witlx price tendencies bought about as a 
matter of deliberate policy. We arc not concerned here with 
price increases that occur spontaneously, or with those that 
come about as a result of the failure of official efforts to pre¬ 
vent them, or as incidental and unwanted results of mone¬ 
tary policies pursuing some other purpose. We are con¬ 
cerned, however, with price increases that take place not as 
a consequence of deliberate official action, but as a result of 
decisions to abstain from taking action to prevent it. 

Official policy favouring a rise in tlxe price level may be 
decided upon for the following reasons ~ 

(1) Pursuit of a stabilization policy with an inflationary 
bias. In an effort to safeguard against the risk of deflation 
the authorities may take deliberately excessive anti-defla- 
tionary measures, thereby causing a rise in prices. 

(2) Reflationary efforts aiming at a restoration of prices 
to their previous higher level. 

(3) Deliberate reduction of the burden of public or pri¬ 
vate indebtedness through raising the price level. 

(4) Efforts to improve the ‘terms of trade’ by raising the 
prices of exports so that their proceeds should buy a larger 
quantity of imports. 

(5) A policy of stimulating production by means of a de¬ 
liberate increase of prices in order to achieve a high degree 
of employment, or in order to make fuller use of the com¬ 
munity’s productive capacity. 

(6) A policy of stimulating consumption by inducing 
consumers to make their purchases in anticipation of further 
rises in prices. 

Since the dawn of history the progress of mankind in 
the monetary sphere has been accompanied, temporary 
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intervals apart, by a rising trend in prices. Throughout the 
centuries prices have been rising to new high levels. Admit¬ 
tedly the progress has not been uninterrupted. In the long 
run, however, after each period of decline, the price level 
reached new high records. 

To what extent has the depreciation of money during 
the last five thousand years been due to deliberate inflation¬ 
ary policy? Although there are many instances of such a 
policy, generally speaking it is correct to say that more often 
than not currency depreciations throughout the ages were 
largely due to circumstances over which the monetary au¬ 
thorities had no control. As a result of the improvement of 
mining and metallurgical methods and of the discoveries of 
unexplored mineral desposits, there has been a natural in¬ 
crease in the volume of precious metals. From time to time 
this increase has caused a spontaneous rise in prices. Fur¬ 
ther, even in the absence of an increase in the volume of 
monetary metals, price increases were caused by debase¬ 
ments of the coinage. Debasements were often necessitated 
by wars and were not undertaken for the purpose of raising 
prices. 

The same is true about more recent instances of paper 
money inflation and credit inflation. In the majority of in¬ 
stances there was no question of any deliberate policy aim¬ 
ing at raising the price level. The State authority was merely 
prepared to put up with such a rise as the inevitable conse¬ 
quence of monetary expansion undertaken to finance wars, 
or for other purposes. Indeed, it seems reasonable to believe 
that very often the State authority drifted into inflation 
without knowing in advance the consequences of its actions. 
Inflation was usually due to decisions taken outside the 
realms of monetary policy, such as a declaration of war or 
measures of defence against enemy invasion. Monetary 
policy had to adapt itself in the best way it could to the 
consequences of such non-monetary decisions. 

Monetary experience after the Second World War pro¬ 
vides several instances of stabilization policies with a bias in 
favour of inflation. It was certainly not the aim of the United 
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States authorities to cause a rise in the price level. They 
wanted to maintain stable prices. On the other hand, they 
were even more anxious to avoid a slump than to avoid in¬ 
flation. For this reason they preferred to err on the safe side 
by following a policy which resulted in a relatively moderate 
rise in prices, as an insurance against a much-dreaded fall 
in prices. 

The experience of the thirties provides instances of refla¬ 
tionary efforts to restore prices to their pre-slump levels. 
This was the declared aim of President Roosevelt’s mone¬ 
tary policy. The United States and other countries, having 
suffered gravely through the slump, were anxious to restore 
prices to their 1929 level. 

Need for reduction of the excessive burden of debts figured 
prominently from very early times among the considerations 
determining monetary policy. The devaluation of the drach¬ 
ma by Solon in the sixth century b.c. served that purpose. 
Some economists are in favour of the secular trend of rising 
prices as the only possible way in which the otherwise intoler¬ 
able increase in the burden of public debt can be offset. A 
policy aiming at a decline in the purchasing power of money 
is sometimes also advocated as a means for reducing the 
burden of private indebtedness. Consciously or otherwise, 
monetary policy may be influenced by such pressure which 
tends to weaken the will to resist the rising trend of prices. 

Desire to undersell exporters of other countries is apt to 
be tempered by unwillingness to sell the national products 
at unduly low prices. If the prices of exports are unneces¬ 
sarily low it means that larger quantities have to be exported 
in order to secure the same quantity of imports. In other 
words, the ‘terms of trade’ are unfavourable to the country 
concerned. One way of correcting this is by allowing domes¬ 
tic prices to rise for the sake of improving the terms of trade. 
This is done when there is full employment, because in such 
a situation there is no possibility of increasing employment 
through selling larger quantities abroad. It is advantageous 
when there is predominantly a ‘sellers’ market’ - that is a 
state of affairs in which sellers can virtually dictate their 
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terms - so that it is comparatively easy to export in spite of 
the higher prices. The post-War period provides instances 
of non-resistance to rising trends of prices for considerations 
of improving the terms of trade. 

By far the most important motive of the policy of higher 
prices is the desire to stimulate production. Indeed, moder¬ 
ate inflation has come to be widely regarded as being insep¬ 
arable from economic progress both as a cause and as an 
effect. More and more money is undoubtedly needed to 
finance an expanding volume of output and an increasingly 
complex production, and also to meet higher consumers’ re¬ 
quirements due to the higher standard of living of a growing 
population. Admittedly in theory there is no cause for a rise 
in prices if the volume of goods increases to the same extent 
as the volume of money. In practice, however, it is necessary 
first to increase the volume of money in order to be able to 
produce more, and the monetary expansion is apt to affect 
prices before the additional goods become available. This is 
true to a particularly high degree concerning the production 
of capital goods. 

Prosperous periods are usually accompanied by rising 
prices, while depressions are accompanied by falling prices. 
It is difficult to achieve prosperity through an expanding 
economy unless the monetary authorities are prepared to 
put up with some rise in prices. Prosperity is achieved partly 
through monetary expansion and partly through the stimu¬ 
lating effect of the rise in prices it causes. Some inflation¬ 
ists regard the rise as a necessary evil which has to be 
accepted in order to reap the benefits of expansion. Others 
go further by maintaining that a moderate rise in prices is 
worth having for its own sake, because of its stimulating 
effect on production and consumption. Indeed, they feel 
that a credit expansion could not be effective unless there 
is a rising trend of prices without which producers would 
be reluctant to avail themselves of the larger credit facilities 
offered to them. Rising prices are favoured because they 
mean the prospect of higher turnovers, higher profits, and 
lower risks. They mean a sellers’ market in which almost 
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anything that is produced oan be unloaded, thanks to the 
ability and eagerness of consumers to buy. 

It is true that higher profits earned as a result of rising 
prices are apt to be largely fictitious. For by the time the 
producers are able to dispose of their goods their cost of pro¬ 
duction may have risen to such an extent that the replace¬ 
ment cost of the goods -old is much higher than their cost 
of production had b-^^ \ few months earlier. Many pro¬ 
ducers discovered siVr a few years of rise in prices that, 
although they had made handsome book-keeping profits, on 
balance they were worse off than before, because they had 
to contract large bank debts in order to finance their pro¬ 
duction at a higher cost and because their equipment had to 
be renewed at a higher cost. Notwithstanding this pro¬ 
ducers are apt to be hypnotized by the prospects of higher 
nominal profits. They are eager to produce to the limit of 
their capacity when prices are rising and to spend freely on 
capital expenditure in order to expand their productive 
capacity. If the Government wishes to encourage such ex¬ 
pansion, that end can be achieved through causing prices to 
rise, or at any rate allowing them to rise. A rising price level 
is indeed a very powerful stimulus to trade. 

During 1945-51 rising prices in Britain largely contri¬ 
buted towards the increase of industrial output. This ex¬ 
plains why industrialists, in spite of their dissatisfaction with 
high taxation, interference with business by controls, and 
the Government’s anti-capitalist attitude, continued to in¬ 
crease their output and their capacity. Although die Labour 
Government did not deliberately aim at a rise in prices for 
the sake of inducing private enterprise to function satisfac¬ 
torily under a Socialist regime, this is how it worked out in 
practice. Some Socialist spokesmen candidly favoured the 
moderate non-stop rise in prices as a stimulus to production. 
Similar views were expressed during the long depression of 
the thirties by many non-Socialist economists. Although 
few Governments would ever admit that they favoured a 
policy of deliberately raising the price level for the sake of 
stimulating production, there can be no doubt that this 
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consideration is apt to weaken resistance to an upward 
trend of prices. 

Rising prices stimulate not only production, but also con¬ 
sumption. While high prices may in given circumstances dis¬ 
courage buying, increasing prices tend to induce producers, 
wholesalers, retailers, and consumers to buy before a further 
rise occurs. The pursuit of a policy of higher prices is there¬ 
fore apt to kiU two birds with one stone. It not only ensures 
an increase of the output, but secures a market for the larger 
output, without which over-production is liable to occur. 

Temptation to stimulate production and consumption 
with the aid of a policy of ‘ creeping inflation’ is tempered by 
the many obvious disadvantages of a depreciation of money. 
Those capable of seeing beyond the immediate future are 
bound to be concerned by the dangers that lie ahead. In the 
past every rising trend of prices has come to an end sooner 
or later, to be followed not by stability, but by a slump. 
The longer the rise continues the graver the dangers of a 
sharp reaction are apt to become. It is true, a policy of rising 
prices may have for its aim the perpetuation of a moderate 
rising trend, precisely in order to avoid a slump. The diffi¬ 
culty is that once it is widely realized that the rise is per¬ 
petual it is not likely to remain moderate. More and more 
people will be inclined to anticipate further rises, by making 
purchases before things become more expensive, and the 
pressure of their demand for goods is liable to accentuate 
the upward movement. 

Needless to say, once inflation has reached an advanced 
stage its constructive aspects disappear and its destructive 
aspects become prominent. One of the reasons why a policy 
of moderate inflation finds favour in many quarters in the 
Anglo-Saxon world is that neither the United States nor 
Britain nor the Commonwealth has experienced runaway 
inflation, at any rate in the lifetime of the present genera¬ 
tion. The United States had her dose of advanced inflation 
during the War of Independence and during the Civil War, 
but the memory of those experiences is too remote to be an 
effective deterrent. In countries such as Germany which ex- 
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pericnccd advanced inflation after the First World War a 
policy of inflation, however moderate, is seldom advocated 
from responsible quarters. 

Even on the assumption that a moderate rise in prices 
need not be followed either by a slump or by an advanced 
inflation, the policy has many weighty disadvantages. One 
of them is that it tends to discourage saving and encour¬ 
age extravagance on the part of both consumers and pro¬ 
ducers.. There is no inducement for the latter to keep down 
their costs of production, since in a sellers’ market they are 
able to pass on to tlie consumer any increases of their costs. 
What is perhaps even worse, there is little inducement for 
producers to exercise their judgement, since in a period of 
a non-stop rise in prices they can sell almost anything they 
produce. For this reason quality may become a secondary 
consideration. Producers are liable to make mistakes in mis¬ 
judging their market, but amidst rising prices such mistakes 
may only mean a slower turnover and smaller profits. In one 
word, a policy of rising prices is apt to create not only a 
fool’s paradise where producers work for fictitious book¬ 
keeping profits, but also a more or less foolproof system 
where mistakes escape their penalty. 

It would be easy to multiply the arguments for and against 
a policy of rising prices. Practical administrators cannot 
afTord to be dogmatic about it. It is their duty to be fully 
aware of the sacrifices and the risks involved and to decide 
the extent of currency depreciation which may be regarded 
as justifiable in given circumstances notwithstanding those 
risks and sacrifices. It should be all a matter of degree 
rather than one of rigid principle. 



CHAPTER TEN 


Raising the Value of Money 


Throughout monetaiy history the upward trend in 
prices was often interrupted by periods of decline. Docu¬ 
mentary evidence shows that the purchasing power of silver 
had its ups as well as its downs in the chequered monetary 
history of Babylonia and Assyria. The inflation that resulted 
from the dispersal of the Persian gold hoard by Alexander 
the Great was followed, twenty years after the conqueror’s 
death, by half a century of decline in prices throughout the 
area of the Eastern Mediterranean civilization. In modern 
times, too, price trends have shown some long periods of 
decline. Nevertheless, Feaveryear was right in saying in the 
concluding section of his standard work, The Pound Sterling: 
•There is no doubt that the world’s history can afford no 
example of a monetary unit which has been allowed for any 
very long period to appreciate.’ 

From time to time, however. Governments did pursue 
monetary policies which not only allowed the monetary unit 
to appreciate, but even deliberately caused it to appreciate. 
In this chapter we are concerned solely with the fall in prices 
deliberately aimed at by monetary policy. Wc are not con¬ 
cerned here with price declines which take place spon¬ 
taneously or incidentally as a result of monetary actions 
pursuing other aims, or with declines which monetary au¬ 
thorities were unable to prevent. Official action to lower the 
price level is liable to be taken as a matter of deliberate 
policy for the following reasons 

(1) Pursuit of a stabilization policy with a deflationary 
bias, in order to safeguard the community against the risk 
of inflation by means of excessive anti-inflationary measures. 

(2) Resistance to the adjustment of the volume of money 
to a previous increase in prices caused by non-monetary 
&ctors. 
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(3) Compliance with consumers’ clamour for returning to 
the ‘good old days’ of low prices. 

(4) Allowing lower cost of production caused by techno¬ 
logical progress to produce its effect on prices. 

(5) Restoration of confidence in a depreciated and dis¬ 
credited currency through a deliberate raising of its pur¬ 
chasing power. 

(6) Efforts to check a speculative boom and to enforce the 
liquidation of unsound ventures that had developed under 
the influence of prolonged inflation. 

(7) The favouring of creditors and encouragement of 
saving. 

(8) The lowering of the cost of production in order to 
stimulate exports and discourage imports. 

(9) Reduction of the cost of living in order to avoid wages 
demands and industrial disputes. 

It is impracticable to strike a happy medium exactly half¬ 
way between inflation and deflation. Monetary trends can¬ 
not be regulated with absolute accuracy for any length of 
time. We saw in the last chapter that even though the official 
policy may aim at stability it is sometimes inclined to have 
an anti-deflationary bias and is prepared to cause a moder¬ 
ate rise in prices rather than risk a fall. Convei’sely monetary 
policy may have an anti-inflationary bias, which means that 
for the sake of making sure that inflation is avoided it aims 
at a slight reduction of prices. If a Government is more afraid 
of inflation than of deflation it may consider it expedient 
to adopt disinflationary measures as soon as there is the 
slightest indication of inflation. It may be inclined to apply 
deliberately excessive doses of that remedy in order to pre¬ 
vent the development of the disease. A Government with a 
strong anti-inflationary bias may even consider it expedient 
to adopt preventive anti-inflationary measures in anticipa¬ 
tion of the appearance of the first symptoms of inflation. 

A fall in prices may be caused as a matter of deliberate 
policy through preventing the volume of money from adjust¬ 
ing itself to a previous rise in prices. Such a rise may have 
occurred for a very wide variety of reasons other than a 
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previous increase in the volume of money. It may have been 
caused, for instance, by an increase of prices abroad, or by 
a devaluation of the national currency, or by excessive wage 
demands not warranted by a previous rise in the cost of 
living. It may even have been caused by an anticipation 
of a further rise in prices by buyers anxious to cover their 
requirements. Whatever may be the cause, the effect is an 
increase of the requirements for money in order to finance 
the same volume of production and consumption on the 
basis of the higher level of prices. 

More often than not the monetary authorities yield to the 
pressure and allow the volume of currency and credit to ad¬ 
just itself to the higher level of prices. This was what hap¬ 
pened to a very large degree in Britain during the post-War 
period. From time to time prices rose, not in consequence of 
any previous monetary expansion, but owing to the devalu¬ 
ation of sterling, or an all-round increase of wages, or the 
boom in commodities abroad in 1950-51. The rise could 
have been reversed if the Cxovernment had firmly prevented 
the adjustment of the volume of money to the higher require¬ 
ments caused by the rise in prices. This was not done, how¬ 
ever, and the rise in prices became confirmed and consoli¬ 
dated through a corresponding monetary expansion which 
was regarded in these cases as the effect and not the cause 
of the rise in prices. It was not until 1952 that an attempt 
was made to reverse the movement by preventing the ad¬ 
justment of the volume of money to the higher price level. 
Although the rising trend in prices was arrested the policy 
of preventing a monetary expansion was not carried suffi¬ 
ciently far to reverse it. 

A policy aiming at a reduction of prices may be adopted 
in order to satisfy popular clamour for lowering the cost of 
living. There is reason to believe that, subconsciously at any 
rate, the restoration of sterling to its pre-war parity in 1925 was 
largely inspired by a desire to restore the pre-war price level. 
By 1931, however, the Macmillan Committee arrived at the 
conclusion that if any downward adjustment of the price level 
must exceed 10 per cent *the game is not worth the candle’. 
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Seen from the consumers’ point of view, it is tempting to 
regard the lowering of prices as the ideal end of a monetary 
policy. It has always been a habit of the older generation 
to feel nostalgic about the good old days when things were 
so much cheaper. The fact that in those days many people 
were unable to buy much more than bare necessities in spite 
of the low prices is apt to be overlooked by those to whom 
a low cost of living has come to be regarded as synonymous 
with universal happiness. During and after the First World 
War, when prices were rising, it was a widespread concep¬ 
tion that this was bound to be a temporary abnormal pheno¬ 
menon and that it was the Government’s duty to aim at 
restoring the ‘normal’ pre-1914 price level. After a while 
such wishful thinking was abandoned and the rise in prices 
was accepted as permanent. During the Second World War 
most people knew better than to expect a return to the 1939 
price level. Tempting as it may be for Governments to aim at 
assisting consumers by a policy favouring a decline of prices, 
they have to bear in mind the effect of such a policy on pro¬ 
ducers, merchants, and debtors. It is well to remember that 
when in 1933 prices in the United States declined to their 
pre-1914 level the result was a crisis without precedent. The 
return to pre-war prices brought happiness to very few people. 

A downward trend of prices should be a normal conse¬ 
quence of technological progress. New inventions, the ap¬ 
plication of labour-saving mechanical devices, and a more 
efficient organization of production and distribution tend to 
reduce costs. In a competitive economic system producers 
tend to pass on to the consumer at least a great part of the 
benefit of their economies in the form of lower prices. In a 
world of monopolies producers may be inclined to keep for 
themselves all or most of such benefit. When the balance of 
power is in favour of employees under conditions of over-full 
employment, employers may have to .cede most of the 
economies to the employees in the form of higher wages and 
salaries, or shorter working hours, in which case prices can 
not decline in proportion to the savings effected. On the 
whole the chances are that technological progress tends to 
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lower the price level to some extent at any rate, unless its 
influence is offset by monetary expansion. 

The question is, what aim monetary policy should pursue 
in face of such a natural declining trend. The monetary au¬ 
thorities arc in a position, should they wish to do so, to main¬ 
tain a stable price level in spite of a decline in the cost of 
production of a large number of goods. The alternative 
would be to allow a decline in prices to take place. This 
would necessarily mean great hardship to a large propor¬ 
tion of producers unable to lower their costs sufliciently. 

Any substantial lowering of prices through the reduction 
of costs would set in operation the ruthless principle of‘the 
survival of the fittest.’ Only the most efficient producers 
would be able to make an adequate profit on the basis of the 
lower prices and the less efficient units would have to go out 
of business. In the opinion of many people this is an argu¬ 
ment in favour of the policy of allowing lower costs to 
produce their full effect on prices. The elimination of less 
efficient units would tend to increase production, especially 
during periods of full employment when the more efficient 
units are unable to expand sufficiently for lack of man power. 
It is, however, a cruel doctrine that smaller units which 
have not the advantage of being able to achieve economies 
through mass production must be condemned to extinction. 

During periods of rising price levels cuts in individual 
prices would be relatively moderate because in a sellers’ 
market there is no need for the producers to pass on to the 
consumers the whole benefit of their economies. Even so, it 
would mean smaller profits for the less efficient units, but 
most of them would stand a chance of surviving somehow. 
During periods of declining prices they are doomed to ex¬ 
tinction. This may be in accordance with the requirements 
of efficiency. Efficiency, however, is not an end itself, but 
merely a means to the supreme end of human happiness. 
Many pei^le feel that the extermination of small firms would 
be a matter for regret. Production would become less individ¬ 
ual and more stereotyped. There is, within reason, a great 
deal to be said for allowing the moderately fit to survive. 
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In any case if the process of elimination through a de¬ 
cline in prices were allowed to continue long enough even 
efficient big units might eventually become its victims, be¬ 
cause there is always a possibility that some other unit will 
become even more efficient and produce at even lower costs. 
For one thing, it is impossible for established firms to scrap 
their costly capital equipment each time a new labour-saving 
device is invented, so that the latest arrival in the trade is at 
an advantage because he can equip his plant with the very 
latest machinery. The elimination of units, big or small, pro¬ 
ducing at a higher cost is necessarily a painful process invol¬ 
ving heavy losses of invested capital and inflicting hardship 
on employees who may find it difficult to secure equally 
suitable new employment. 

If the monetary authorities are opposed to the full appli¬ 
cation of the doctrine of the survival of the fittest they can 
pursue an expansionary monetary policy causing prices to 
rise, to counteract the declining trend of prices brought 
about by lower costs of production. If those responsible for 
monetary policy are in favour of a decline of prices, all they 
have to do in the circumstances is to adopt a ‘neutraT atti¬ 
tude towards the effect of the decline in costs. 

Much has been written by economists about the question 
whether or not the monetary authorities should allow de¬ 
clining costs to produce their natural effect on the price 
level. In our days this dilemma seldom arises. Throughout 
modern history there has been an uninterrupted techno¬ 
logical progress. It is reasonable to assume that ever since 
the beginning of the industrial revolution in the middle of 
the eighteenth century the cost of goods in terms of human 
effort has been declining. Nevertheless, temporary intervals 
apart, prices have been increasing. This is due in part to 
the rise in real wages that has been going on throughout the 
ages. Labour-saving devices’ cannot always lead to corre¬ 
sponding reductions in prices. In the long run the wages 
bill of the smaller number of workmen required for the pro¬ 
duction of certain goods tends to be higher than that of the 
larger number of workmen had been prior to the adoption 
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of labour-saving devices. The standard of living of employ¬ 
ees and their wages requirements tend to rise simultan¬ 
eously with technological progress and to absorb a large 
part of the savings in costs achieved as a result of that pro¬ 
gress. Working hours tend to be shorter, and restrictive 
practices are apt to limit the output. 

Another reason why technological progress has failed to 
reduce prices is that, relatively brief intervals apart, the 
monetary trend has been distinctly inflationary. It is reason¬ 
able to assume that but for the decline in the cost of produc¬ 
tion through technical progress the rise in prices would have 
been even more pronounced during the past fifty years. The 
decline in costs has been unable to cause a fall in prices, but 
has to some extent moderated their rise. From time to time 
it has actually led to provisional setbacks in prices. For in¬ 
stance, during the inter-War period the mechanization of 
agriculture through the widespread use of tractors, com¬ 
bine harvesters, etc., brought about a declining trend in 
the price level. The monetary authorities sought to counter¬ 
act this and aimed at maintaining a stable price level. The 
result was over-production which played a decisive part 
in the series of crises and the long depression of the ’thirties. 
Owing to the change in the balance of power between em¬ 
ployers and employees since the Second World War it seems 
probable that in future the effect of lower costs of production 
on the price level will be largely offset by higher wages and 
social benefits and by more favourable working conditions. 

After a period of prolonged currency depreciation the Gov¬ 
ernments may favour a policy of deliberate fall of prices in 
order to restore confidence in a currency discredited by pro¬ 
longed inflation. The choice is between trying to stabilize the 
value of money at the level to which it has declined or bringing 
about a partial recovery before stabilizing it. There are many 
instances of both policies in thb monetary experience of the 
periods that followed the First and Second World Wars. In 
cases of runaway inflation it may be necessary to reverse the 
trend instead of merely halting it before stabilization of the 
value of money can be attempted with a fair chance of success. 
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A policy aiming at lower prices may be decided upon in 
an attempt to check a speculative boom. During the course 
of a prolonged boom a number of unsound ventures are 
bound to come into existence, and it is to the interest of the 
community that a large proportion of these should be forced 
into liquidation. A policy aiming at a lower price level auto¬ 
matically eliminates mushroom growths which have no 
raison d^itre except during periods of boom. Unfortunately it 
also tends to eliminate well-established units working with a 
relatively high cost of production, as we saw above. 

A reversal of non-stop increases in prices may be favoured 
not only for the sake of eliminating unsound units, but also 
for that of discouraging unsound wasteful practices. Occa¬ 
sional elimination of the thoroughly unfit through a period 
of declining prices may be favoured for the sake of better 
utilization of productive capacity. 

A policy aiming at lowering the price level is often sus¬ 
pected, rightly or wrongly, of being due to a desire to 
favour creditors at the expense of debtors. Beyond doubt 
such a consideration played an important part in many 
primitive communities. They chose their monetary objects 
with a view to ensuring a perpetual scarcity of money for 
the benefit of the ruling classes, which were the principal 
holders of money and the principal creditors. In modern 
times, however, there can be little ground for such sus¬ 
picion. Advantages derived by creditors from a decline in 
prices are liable to be offset by wholesale defaults or re¬ 
pudiations on the part of debtors affected by the increase 
in the burden of their debts brought about by lower prices. 
It may become necessary to consent to a moratorium or to 
legislation involving a reduction of the interest and capital 
of the claim. Creditors may have to pay a high price for 
the advantage of an increase in the commodity value of 
their claims. While their influence may be effective in in¬ 
ducing Governments to resist an inflationary rise in prices, 
they are hardly likely to persuade any ^vernment to 
pursue a policy of lowering prices for their special benefit. 

A much more realistic reason for which a policy of lower 
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prices may be favoured is that it tends to improve the 
balance of payments. If the price level is higher than that 
of other countries, then this disequilibrium may be cor¬ 
rected cither by causing a decline in the price level or 
by reducing the exchange value of the currency. If the 
discrepancy is not very pronounced the former alternative 
is likely to be found preferable, as it is hardly worth while 
to disorganize the national economy by a devaluation of, 
say, five per cent. 

Situations may arise in which the Government may resort 
to a policy aiming at a lowering of the price level in order 
to avoid an epidemic of wage disputes or a wave of wage 
increases leading to a rise in the price level. Wage claims 
may be disarmed through evidence being produced of a fall 
in the cost of living. It was with this object in view that the 
French Government in 1948 enforced a uniform cut in prices. 

One of the main arguments against a policy of deliber¬ 
ately lowering the price level is that once a deflationary 
spiral is initiated the Government may find it very difficult 
to check it. The fall is liable to proceed well beyond the 
extent to which it is considered expedient for the purpose 
that inspired the adoption of the policy. Since falling 
prices are usually accompanied by an increase of un¬ 
employment the pursuit of a policy of falling prices has 
become politically and socially more difficult since the 
Second World War. Such a policy is liable to encounter 
much political opposition not only on the part of workers 
fearing unemployment but also on that of industrial and 
commercial firms who stand to lose through a business 
depression. During 1952 there was evidence of much dis¬ 
content with the British Government’s anti-inflationary 
policy even among business men who politically supported 
the Government. The United States had a similar experi¬ 
ence when in 1953 the Republican Administration at¬ 
tempted to pursue a policy aimed at reversing the rise in 
prices. The case for such a policy has to be very strong in¬ 
deed before any Government will decide that it is necessary 
to expose itself to unpopularity by its adoption. 



CHAPTER ELEVEN 


Accumulating and Safeguarding 
Monetary Reserves 


Accumulation of stocks of monetai*y metals by the State 
authority has always been an important end of monetary 
policy. In our days of inconvertible currencies the object 
of building up and safeguarding gold stocks is to provide 
the country with a substantial foreign exchange reserve to 
meet adverse trade balances and other international re¬ 
quirements. During the days of the gold standard the object, 
in addition to this, was the provision of adequate security 
for the monetary system of the country. Since the volume 
of money depended on the amount of the gold reserve, it 
was necessary to accumulate enough gold to be able to 
satisfy essential demands for currency and credit. 

In earlier centuries the kings and their advisers aimed at 
building up gold or silver reserves largely from the point of 
view of sound public finance. The extent to which they 
were able to raise money through borrowing was limited. 
It was necessary to accumulate a cash reserve in the 
Treasury to meet future deficiencies in receipts as compared 
with expenditure. In countries which had gold or silver 
mines, or which ruled over colonics possessing such re¬ 
sources, the need to accumulate reserves called for measures 
of mining policy rather than of monetary policy, though 
even such countries had to resort to devices of monetary 
policy in order to retain a sufficient amount of the precious 
metals. Mediaeval England, being almost entirely devoid of 
gold or silver deposits, had to depend on devices of monetary 
policy for attracting and retaining a metallic reserve. 

The significance of being able to accumulate and retain 
a large gold and silver stock in the Treasury was political 
as well as financial and economic. It was a most important 
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means of establishing and maintaining the supremacy of 
the monarch’s power within the country. A king with a con¬ 
siderable reserve in coin and bullion was in a strong position 
to assert his authority against the feudal lords, or against 
any pretender coveting his throne. Externally too, he was 
in a much better position to wage defensive or aggressive 
wars, to secure allies, or to equip expeditions for securing 
colonies. He was in a strong negotiating position in the fre¬ 
quent disagreements between Church and State. He was 
not so dependent on supplies voted by Parliament and did 
not have to pledge valuable domains as securities for loans. 
That the advantages of possessing large cash reserves were 
duly realized is indicated by the fact that contemporary 
historians, and even more recent authorities, judged rulers 
according to whether they were able to keep their Treasury 
well filled. History speaks of Henry VII in terms of the 
highest praise largely because he was able to leave a sub¬ 
stantial monetary reserve to his successor. 

Even in our days the possession of a large monetary re¬ 
serve makes for political prestige at home and abroad. 
The inadequacy of the Sterling Area gold reserve during 
the late forties and early fifties materially weakened Britain’s 
power to pull her full weight in international affairs, depen¬ 
dent as she was on external support for economic stability. 

Early writers on monetary policy were strongly influ¬ 
enced by the realization of the need for a large and in¬ 
creasing metallic reserve. During the late mediaeval period 
and the two centuries that followed the mercantilist school, 
according to whom it was the principal task of Govern¬ 
ments to secure an influx and prevent an efflux of money 
and monetary metals, reigned supreme. Administrators re¬ 
sorted to a variety of devices to attract precious metals. The 
object of these policies was not only to procure monetary 
reserves for the Treasuries but also to secure an expanding 
circulation of coins to meet expanding commercial needs. 
Even so the desire to fill the Treasuries played an important 
part, especially in Eitgland where all imported bullion and 
foreign coins had to be sold to the Royal Exchanger who 
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had a monopoly of dealing in precious metals other than 
English coins. To achieve the desired end the kings adopted 
measures which gravely handicapped foreign trade. They 
engaged in competitive currency debasement in order to 
attract gold or silver to the country. A fair proportion of 
it was bound to find its way to their Treasuries. 

As a reaction to the mercantilist policies a school of 
thought developed in the eighteenth century advocating a 
diametrically opposite policy. It favoured the removal of 
all obstacles to foreign trade. Under the influence of Adam 
Smith this school of thought gained growing ascendancy 
during the nineteenth century and succeeded in deter¬ 
mining the policy of Britain and other countries. British 
economists during the nineteenth century ridiculed their 
forerunners’ desire to safeguard monetary reserves by 
means of restricting trade. They held the view that all a 
country had to do was to import freely and lend abroad 
freely, and the rest would take care of itself. They were in¬ 
deed right - amidst the unusual conditions of prosperity 
prevailing in nineteenth-century Britain. There was no need 
for British statesmen of that period to worry about the gold 
reserve. As the British industrial revolution was well ahead 
of that of other countries Britain certainly held most of the 
trumps and could afford to be liberal. In the case of coun¬ 
tries as in that of individuals the rich alwa^'s stands a better 
chance of earning more. ‘To him that hath shall be given 
and from him that hath not shall be taken away,’ Other 
countries which were less favourably placed had to make 
an effort to safeguard and increase their gold reserves with 
the aid of import duties and other devices at their disposal. 
Britain on the other hand managed with a relatively small 
gold reserve, relying on her ability to attract more gold when 
needed with the aid of an increase of the Bank Rate. She did 
not have to pursue a policy of accumulating a large perman¬ 
ent gold reserve but left it to the operation of the automatic 
gold standard to secure additional gold when required. 

As a result of the First World War this situation under¬ 
went a fundamental change. Britain no longer held all the 
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trumps in the sphere of international trade and finance. 
She could no longer rely on the automatic working of the 
system. However, British monetary policy refused to recog¬ 
nize the change and continued to work on the assumption 
that Britain could afford to uphold free trade with the aid 
of a gold reserve that was a fraction of the American and 
even of the French gold reserve. It was not until the run 
on the pound in 1931 that the need for a substantial gold 
reserve came to be realized in Britain. Throughout the 
thirties up to the outbreak of the War it was one of tlie 
main objectives of the activities of the Exchange Equaliz¬ 
ation Fund and of British monetary policy in general to 
build up a gold reserve commensurate with the country’s 
importance in world trade and world finance. It was real¬ 
ized that, amidst the prevailing instability, the policy of 
keeping barely enough gold for immediate requirements 
was no longer satisfactory. In particular it was realized that 
a gold reserve representing a fraction of the foreign short¬ 
term claims on Britain was inadequate. Tlie experience of 
1931 showed that foreign balances were liable to be with¬ 
drawn on a large scale at short notice. It brought home the 
necessity for building up a sufficiently large reserve to meet 
such withdrawals in addition to meeting adverse trade 
balances and any temporary losses due to persistent specu¬ 
lative pressure. 

The experience of 1931 taught Britain and other countries 
yet another lesson - that a monetary reserve, in order to be 
usable, must be liquid. At the time of the gold standard 
crisis, when the Bank of England’s gold reserve was prac¬ 
tically exhausted, Britain held overseas investments to a 
value of some million. In normal times the realiza¬ 

tion of a fraction of these holdings - in addition to the 
recalling of the short-term credits of some ;(^i50 million - 
would have been sufficient to restore stability and con¬ 
fidence. Amidst a world-wide crisis, however, these invest¬ 
ments became utterly immobilized and were quite useless 
for immediate requirements. Even the greater part of short¬ 
term claims on foreign countries became frozen owing to 
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the insolvency of the debtor countries if not of the indivi¬ 
dual debtors. A ‘standstill’ was imposed on all short-term 
claims on Germany, Austria, and Hungary. Many other 
debtor foreign countries stopped the transfer of credit 
repayirients abroad. 

Evidently the aims of monetary policy in respect of the 
building up of monetary reserves had to be reconsidered. 
Already during the First World War an important secondary 
reserve, represented by coins in circulation, a large part of 
which could be withdrawn through the banldng system, 
ceased to operate. During the thirties Britain had to reVm- 
quish her easy-going policy, pursued successfully in the 
more stable and prosperous conditions of the past, of relying 
for foreign exchange requirements largely on the liquidity 
of short-term claims and even of long-term investments. 
It became evident that nothing short of gold or holdings of 
‘ hard ’ currencies is really suitable for serving as monetary 
reserves. 

Amidst the unstable conditions that both preceded and 
succeeded the Second World War, monetary policy had to 
aim at maintaining a large and liquid monetary reserve. 
Hence the conclusion of a large dollar loan in 1945. But 
the ease with which the proceeds of that loan became de¬ 
pleted in a matter of months shows that amidst unstable 
post-war world conditions even an exceptionally large and 
absolutely liquid monetary reserve is liable to fail to achieve 
its end. Evidently no reserve is inexhaustible. It is possible to 
visualize conditions in which even the gigantic gold reserve 
of the United States might become inadequate to meet pro¬ 
longed and persistent adverse pressure. Indeed, although 
that gold reserve is obviously far in excess of immediate and 
predictable requirements, each time it declines by more 
than a few hundred million dollars there is evidence of a 
certain amount of concern in American opinion. Amidst 
the prevailing instability even the United States could 
hardly afford to abstain from conducting her monetary 
policy from time to time with an eye on the monetary 
reserve. In his book The Dollar^ Harrod urges the United 
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States to increase the dollar price of gold, in order to be 
able to write up the value of her gold reserve, and thus to 
ensure that it is adequate in case of another major War* 
The fact that no monetary reserve is inexhaustible is an 
additional reason for concentrating much thought and 
effort on its reinforcement. Monetary policies pursuing di¬ 
rectly that end should be supplemented by monetary and 
economic policies making for sound internal conditions. 
Even the biggest gold reserve is liable to disappear if pres¬ 
sure on it is justified by over-inflated conditions at home; 
by inadequate production and excessive consumption; by 
inadequate saving and excessive spending; by maladjust¬ 
ment of production, over-ambitious capital investment, etc. 
It would be a mistake to imagine that once the monetary 
policy aimed at building up a large gold reserve has achieved 
its end we can afford to over-spend or over-lend or relax our 
productive effort, trusting, as we did before 1914, that the 
automatic working of natural tendencies will correct the 
situation if and when correction is needed. A big gold re¬ 
serve must be regarded as the means to the end of safe¬ 
guarding the stability and the prosperity of the national 
economy against the ups and downs of the trade balance 
and other uncontrollable international factors. Behind the 
shielding wall of an adequate gold reserve the nation for¬ 
tunate enough to possess it should be wise enough to know 
how to safeguard its strength by maintaining a well- 
balanced production and resisting the temptation of ex¬ 
cessive consumption. 

Monetary policy aiming at a large gold reserve is com¬ 
plementary to monetary policy aiming at expanding pro¬ 
duction. Situations may arise, however, in which the two 
aims may come into conflict with each other. Such situa¬ 
tions are apt to come about when full employment is reached 
and any further monetary expansion is liable to produce 
inflationary effects. The aim of maintaining full employ¬ 
ment may demand the continuation of the expansionary 
monetary policy. On the other hand the aim of safeguarding 
the monetary reserve may call for disinflation. In the days 
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of the gold standard the end of safeguarding the gold re¬ 
serve was placed above everything else - if for no other 
reason, because any loss of gold would automatically have 
caused a contraction of credit resulting in unemployment. 
Now that there is no direct and obvious connexion between 
the volume of monetary reserve and that of currency and 
credit it is tempting to adopt the view that considerations 
of full employment must in all circumstances prevail over 
considerations of safeguarding the gold reserve. It is widely 
believed that full employment could now be maintained 
independently of the size of the gold reserve. This may be 
true for a country which is essentially self-sufficient. It is not 
true, however, for a country which, like Britain, depends 
largely on imported raw materials. A depletion of the 
British gold reserve would inevitably bring about large-scale 
unemployment, not by causing an automatic contraction 
of credit as under the gold standard, but by reducing raw 
material imports for lack of foreign exchange. Because of 
this, even though Britain is no longer on the gold standard, 
any substantial decline of her gold reserve is liable to lead 
to a contraction of credit as a result of official disinflation¬ 
ary measures aiming at the improvement of the balance of 
payments. 

It is doubtful whether British opinion has realized this 
aspect of the problem to a sufficient extent. In the crises of 
sterling in 1947, 1949, and 1951, the drain was stopped in 
time before it could affect materially the import of essential 
raw materials. For this reason there may be a widespread 
impression that we can inflate with impunity. Any restric- 
tionist monetary measure undertaken for the sake of safe¬ 
guarding the gold reserve is, therefore, widely condemned 
on account of its adverse effect on employment. Beyond 
doubt the supreme end of avoiding large-scale unemploy¬ 
ment must always be borne in mind. When there is a run 
on the gold reserve, however, the question is not whether 
employment should be sacrificed for the sake of the gold 
reserve but whether employment can be better maintained 
through safeguarding the gold reserve with the aid of 



124 Money is Managed 

credit restrictions even at the cost of causing thereby some 
relatively moderate temporary unemployment, or whether 
unemployment should be deferred until the gold reserve is 
exhausted, in which case when it docs come as a result of a 
scarcity of imported raw materials, it is liable to be extensive 
and lasting. It is dangerous to dogmatize about this question 
as indeed about any subject relating to monetary policy. 

The requirements of external monetary stability may, in 
given situations, conflict with those of safeguarding or in¬ 
creasing the gold reserve. In 1931 the gold standard was 
abandoned and sterling was allowed to depreciate in order 
to replenish the depleted gold reserve. The devaluation of 
1949 pursued the same end. The agitation in favour of a 
‘ floating ’ pound that developed during the fifties was largely 
based on the assumption that, by allowing sterling ‘ to find its 
own level ^ instead of supporting it against an adverse press¬ 
ure, it would be possible to avoid unduly heavy losses of gold. 

Hitherto we have been dealing with the international 
aspects of monetary policy aiming at the accumulation 
and maintenance of monetary reserves. It has, however, 
also iraportaii. domestic aspects. Monetary reserves were 
liable to changes not only through imports and exports of 
monetary metals but also through increases or decreases of 
private holdings of such metals. For many centuries pri¬ 
vately held gold plate was regarded as an important second¬ 
ary monetary reserve of England. Demand for bullion for 
the manufacture of plate absorbed a large proportion of 
the available monetary metals, to the detriment of the 
Mint. On the other hand, from time to time it provided 
an important domestic source out of which the Mint 
was able to secure monetary metals. In more recent times 
the private holdings of gold coins were regarded as a kind 
of secondary gold reserve. Indeed de-hoarded sovereigns 
came in very useful to the Government after 1931 and again 
at the beginning of the Second World War. In other coun¬ 
tries too hoarded gold or silver coins provide a useful 
secondary reserve, especially in India where de-hoarding 
became an important factor after 1931. 
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The disadvantage of the dispersal of gold by the hoard- 
ing of coins among private individuals is that the gold 
cannot necessarily be made available in sufficient quantities 
when needed. Monetary policy has only a limited influence 
over movements of gold between private hoards and public 
reserves. The authorities are usually in a position to in¬ 
crease private holdings at the expense of public holdings 
through the issue of coins. Movements in the opposite sense 
depend, however, largely on the willingness of private 
holders to surrender their holdings. Nevertheless, the auth¬ 
orities have various means at tlieir disposal with the aid of 
which they can pursue the end of concentrating a large 
proportion of privately held gold in their own hands. 

The modern trend of monetary policy is decidedly in 
favour of ensuring the concentration of gold hoardings in 
the hands of the authorities. The issue of gold coins has 
practically ceased and coins issued in the past gradually 
find their way into monetary reserves. Unfortunately from 
the point of view of the adequacy of monetary reserves a 
large part of the gold output after the Second World War 
found its way to hoards, in spite of the efforts of the Inter¬ 
national Monetary Fund to prevent such dispersal of the 
monetary metal. Between the World Wars the need for 
safeguarding the largest possible proportion of gold sup¬ 
plies for monetary pruposes was already generally realized. 
Monetary policy in various countries aimed at attracting 
gold both from abroad and from internal holdings. 

Between the Wars an influential school of thought de¬ 
veloped under the leadership of Keynes, according to 
which it was a mistake for monetary policy to aim at the 
accumulation and maintenance of a gold reserve. Although 
Keynes influenced the trend of monetary policy in many 
other ways he entirely failed to influence it in this respect. 
In spite of the radical changes in the monetary system that 
have taken place during the last two decades the accumula¬ 
tion and maintenance of a gold reserve has remained one of 
the most important ends of monetary policy. 



CHAPTER TWELVE 


Injiuencing Foreign Trade 


VfE saw in the last chapter that the aim of monetary 
policy to accumulate and maintain a substantial mone¬ 
tary reserve is attained largely through measures in the 
sphere of foreign trade. Accumulation and maintenance of 
a metallic or foreign exchange reserve is not, however, the 
only object of influencing exports and imports with the aid 
of monetary policy devices. From an early period the State 
authority endeavoured also to encourage exports and to 
discourage imports for the purpose of attracting money 
from abroad to meet the financial requirements of domestic 
production and trade. A third purpose for which exports 
are stimulated is to provide the means with which to pay 
for essential imports. A fourth object of monetary policy 
aiming at influencing foreign trade is to create additional 
demand for domestic products as a means for increasing the 
prosperity of producers and for creating employment. 

Already in early mediaeval mercantilist literature there is 
a tendency towards favouring exports as an exceptionally 
worthwhile type of trade. Various authors throughout the 
sixteenth and seventeenth centuries emphasized that export 
trade was more important than domestic trade. They said 
that the latter merely amounted to taking in each other’s 
washing — a process by which one individual may profit at 
the expense of another, but the nation as a whole does not 
stand to gain. On the other hand they claimed that in foreign 
trade there was a possibility of their nation making a profit 
at the expense of other nations. This primitive view is the 
beginning of the mystique that surrounds foreign trade 
right up to our day. Exaltation of foreign trade over home 
trade is not confined to the mercantilists. Their opponents, 
the Free Traders, adopted the same cult, even though they 
arrived at it on totally different grounds. 
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Whatever may be the reason for this preference in favour 
of foreign trade, it is bound to influence monetary policy. 
The encouragement of foreign trade was one of the objec¬ 
tives of mercantilist policy and remained one of the 
objectives of nineteenth century liberal policy. The liberal 
view favoured exports not fijr the sake of any influx of 
money it might produce but for the sake of furthering 
international division of labour under which everything is 
produced in the country where it can be produced in the 
most favourable conditions and at the lowest cost. This 
aspect of it was not appreciated until Adam Smith and his 
successors of the liberal school. 

The original reason for favouring export trade, apart 
from increasing the monetary reserve of Treasuries and the 
monetary circulation of the countries, was that its proceeds 
provided the means for buying much sought-after imports. 
Even though the prevailing policy was to discourage im¬ 
ports, especially luxuries, the need for certain imports had 
always been realized. Exports were favoured in order to be 
able to pay for essential raw materials, for food, or for 
certain much-coveted manufactures which could not be 
produced within the country. 

It was not until a later stage that the need for encouraging 
export trade and reducing import trade for the sake of 
stimulating home production came to be realized. It was 
the consequence of the development of mass production 
calling for extensive foreign markets. Technical progress 
and the increase of the population enabled both industrial 
and agricultural countries to produce large surpluses avail¬ 
able for export. This increased productive capacity could 
not be fully utilized without the danger of over-production 
unless foreign markets could be secured. Once this stage 
was reached the motive for assisting export trade through 
devices of monetary policy became considerably stronger. 
In particular with the advent of large-scale industrial un¬ 
employment the possibility of ‘exporting unemployment* 
with the aid of monetary devices came to be realized. 

The aim of] stimulating export trade can, of course, be 
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approached through various non-monetary means which 
arc outside the scope of this book. Monetary policy, how¬ 
ever, can be very helpful to an export drive. The manipula¬ 
tion of exchange rates to stimulate exports has been a device 
that was frequently resorted to in earlier centuries and again 
since the First World War. Various devices of domestic policy, 
too, can be placed at the service of an export drive. That 
end can be pursued by curtailing domestic consumption and 
reducing the cost of production with the aid of deflation, 
but also by stimulating the expansion of exporting or im¬ 
port-saving industries by means of a certain degree of 
inflation. To that end discriminatory credit facilities can be 
applied in order to divert productive resources to capital 
investment in industries producing largely for export or to 
those capable of replacing imports. 

The same devices of monetary policy may serve all the 
objectives of expanding exports. An export suiplus achieved 
with their aid can increase the monetary reserve and the 
monetary circulation at the same time as providing means 
for increasing imports and stimulating the development of 
home production. This does not mean, however, that these 
various considerations never come into conflict with each 
other. In mediaeval times the State authority was primarily 
concerned with filling the Treasury through attracting 
bullion and coin by imposing customs duties on exports as 
well as on imports. Obviously export duties tended to dis¬ 
courage export trade to the same extent as import duties 
tended to handicap import trade. Nevertheless, the kings of 
that period were satisfied that they stood to gain both on 
the swings and on the roundabouts by levying and collecting 
substantial duties on goods entering and leaving the coun¬ 
try. By forgoing their claim on export duties they could 
have assisted export trade and could have improved the 
trade balance, which would have meant a larger amount of 
coin for the requirements of their subjects. Since, however, 
they were primarily concerned with their own Treasury 
they resorted to a policy which they expected would help to 
accumulate treasure even though this was to be to the detri- 
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I ment of export trade and of the domestic monetary circula¬ 
tion. They did not ignore, however, the latter consideration. 
By means of bans on the export of precious metals and 
Statutes of Employment under which the proceeds of im¬ 
ports from abroad had to be spent in England, they endeav¬ 
oured to maintain a balance between exports and imports 
and avoid a drain on the monetary circulation. This, how¬ 
ever, was a secondary objective. The main purpose of most 
measures was to keep the precious metals at home for the 
benefit of the Treasury. 

This narrow concept gradually gave way during the six¬ 
teenth and seventeenth centuries to a policy which aimed at 
securing an export surplus not so much for the sake of the 
benefit of the Treasury as in order to provide trade with 
an adequate money supply. This attitude gained ground 
with the progress of the merchant and manufacturer classes 
and the decline of the absolute power of the rulers. For some 
time, however, it was considered of relatively small import¬ 
ance whether the much-desired export surplus was achieved 
through a curtailment of imports or an expansion of ex¬ 
ports. In this respect again the development of industrial 
production with its growing requirements of imported raw 
materials played a decisive part in influencing the ends of 
monetary policy. Once the need for large imports came to 
be realized, import restrictions had to be relaxed. In order 
to be able to pay for growing imports the volume of exports 
had to be increased. 

An outstanding example of a conflict between the ends 
of monetary policy in the sphere of foreign trade was pro¬ 
vided in Great Britain after the Second World War. The 
execution of extensive domestic capital development 
schemes entailed inflation. Yet it was necessary in the 
interests of Britain’s future exporting capacity, for the sake 
of which plants had to be mc^ernized and expanded, new 
industries had to be created, and additional electric power 
supplies had to be provided. On the other hand, the urgent 
claims of export trade called for a curtailment of domestic 
demand for capital equipment so as to enable and induce 
E 
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heavy industries to produce largely for export. When there 
was large-scale unemployment in Great Britain before the 
Second World War this conflict did not arise in an acute 
form. There was ample productive capacity for satisfying 
the requirements of capital investment and also those of 
domestic consumption, and there was an ample capacity 
for producing larger exportable surpluses. Even then an 
ambitious capital investment programme meant a rising 
trend in prices which was liable to discourage exports. The 
difficulty of overcoming this handicap, however, was not 
insuperable. 

On the other hand, after the Second World War, with the 
virtual disappearance of unemployment, the British auth¬ 
orities were confronted with the choice between reducing 
their capital investment programme and accepting an ad¬ 
verse trade balance. To a large extent the solution was 
found in the financing of the adverse trade balance out of 
American aid. But from time to time it was found necessary 
to make drastic cuts in the investment programme because 
of the decline of the gold reserve due to an adverse balance 
of payments in excess of the proceeds of dollar aid. Inflation 
had to be curtailed from time to time, and this was done 
largely by cutting investment expenditure. Even though 
this was detrimental to Britain’s future capacity to export, 
it was considered inevitable in order to cope with the im¬ 
mediate problem of the adverse balance of payments. 

Stimulating exports is not the only foreign trade objective 
pursued with the aid of monetary policy devices for mone¬ 
tary ends. In given circumstances such devices are apt 
to be applied also for the purpose of stimulating imports. 
Immediately after the Second World War, when there was 
a world-wide scarcity of many essential commodities, the 
mercantilist principle was reversed. Instead of competing 
for each other’s gold and silver, the Governments were com- 
petihg for the scarce supplies of essential raw materials, 
food, capital equipment, etc. In order to be able to pay 
high prices for these goods without unduly raising their 
prices in terms of domestic currency, the monetary policy 
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of several countries aimed at raising the exchange value of 
the national currency^ or at any rate at maintaining it at 
a high level. 

While before the War there was competitive currency 
depreciation to stimulate exports, after the War the volume 
of exportable surpluses was limited. Countries possessing 
essential goods endeavoured to obtain the maximum of 
foreign exchange for them and to that end a high exchange 
value of the national currency was called for. There were 
indications of a competitive currency appreciation^ though it 
did not proceed very far. 

Another instance of a monetary policy aiming at the 
encouragement of imports rather than exports was provided 
by Germany under the Nazi regime. One of the best known 
‘Schachtian* devices was to compel countries under Ger¬ 
man occupation or under German influence to accept the 
reichmark at an abnormally high exchange value in pay¬ 
ment for their exports to Germany. By such means Germany 
secured the necessary imports at a low price in terms of 
reichsmarks or indeed in terms of German goods exported 
to the countries concerned. The same practice was pur¬ 
sued by the U.S.S.R. after the Second World War in the 
satellite States, which had to accept the rouble at an exces¬ 
sively high value in payment for their exports to Soviet 
Russia. 

Monetary policy may also pursue the end of stimulating 
re-export trade and various international commercial and 
financial activities. In order that a country should be able 
to fulfil the functions of an international commercial, 
banking, insurance, etc. centre it has to possess a stable and 
convertible currency. Its monetary policy is liable to be 
influenced considerably by the desire to serve the require¬ 
ments of these activities. It was one of the major considera¬ 
tions which induced the British Governments in the early 
twenties to adopt a monetary policy aiming at the res¬ 
toration of the gold standard. This was achieved in 1925, 
but the appreciation of sterling to $4.86 imposed a grave 
handicap on both home trade and export trade. Although 
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the restoration and maintenance of London’s international 
position was not the sole end of that policy, it undoubtedly 
played a very important part in it. Likewise, after the 
Second World War various premature attempts at con¬ 
vertibility were largely inspired by the desire to secure the 
benefits of‘invisible exports* represented by earnings from 
international commercial and financial activities. 

Beyond doubt monetary policy can play an important 
part in encouraging international trade by aiming at facili¬ 
tating international payments. Free trade is inconceivable 
without free transfers. During the nineteenth century, when 
exchange restrictions were virtually unknown, high tariffs 
were considered to be the main obstacles to a really free 
international interchange of goods. In more recent times 
free traders have discovered that the most formidable 
enemy is not the tariff wall but import quotas, embargoes 
on imports, and exchange restrictions. Under the experience 
of the last twenty years trade has come to be regarded as 
being relatively free if it has to cope with nothing worse 
than high tariffs. By making the allocation of foreign ex¬ 
changes to importers subject to licence the authorities have 
in fact imposed a watertight control over imports, far more 
effective than any tariff wall. A monetary policy aiming at 
free trade has to remove exchange restrictions, at any rate 
as far as current conunericial payments are concerned. This 
principle may sound very simple; in reality its application 
gives rise to difficult dilemmas. In time of peace it is usually 
possible for a well-governed country to do without exchange 
restriction in the interests of free trading. Indeed, the adop¬ 
tion and maintenance of a stable and convertible currency 
is a very effective contribution of monetary policy towards 
an expansion of international trade. But very often this end 
can only be achieved by sacrificing other monetary ends. 

Monetary policy may aim at overcoming transfer diffi¬ 
culties that hamper free international trade by means of 
international monetary arrangements. This subject will be 
dealt with in detail in a later chapter. 



CHAPTER THIRTEEN 


Fiscal Objectives 


One of the earliest ends of monetary policy must have been 
to serve the financial interests of the State authority. Indeed 
it seems reasonable to assume that in many instances money 
owes its origin to the desire of primitive rulers to further the 
aims of their treasuries. At an early stage of economic evo¬ 
lution the subjects of these rulers contributed their dues in 
kind, surrendering a proportion of their products. The 
accumulation of an odd assortment of objects in the primi¬ 
tive treasuries, however, presented grave problems. Ancient 
Egyptian history provides much evidence about such treas¬ 
uries which had to store a wide range of industrial and 
agricultural products, including such incongruous objects 
as furniture, grain, wine, cattle, etc. For some reason which 
is difficult to understand the Egyptians were prepared to 
put up with the clumsiness and costliness of the system 
even after having reached an advanced stage of civilization 
and statecraft. Other communities must have felt at a much 
earlier stage of their development the need for standard¬ 
izing the contributions to tribal or national treasuries. 

Even before the means in which compulsory gifts to the 
tribal authority, tributes, fines, or taxes had to be discharged 
became standardized, there was bound to be some unit of 
account on the basis of which the relative value of the vari¬ 
ous contributions in kind could be reckoned. The primitive 
State authority, having realized the inconvenience of accu¬ 
mulating and distributing its treasure in kind, sooner or 
later imposed on its subjects its rules about the standard¬ 
ized form in which payments must be made, leaving it to 
the subjects to convert their sundry possessions into that 
form before making payments. 

It is, of course, impossible to form an opinion about 
the relative part played by this factor in the adoption of 
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monetary systems and the gradual improvement that was 
achieved largely in order that they should serve better the 
convenience of the treasuries. It seems probable, however, 
that this consideration played an important part in influ¬ 
encing early decisions of monetary policy. However this 
may be, sooner or later the State authority came to regulate 
and opierate its monetary system largely from the point of 
view of fiscal advantages. Monetary policy was placed at 
the service of public finance. 

The fiscal ends monetary policy can pursue can be mani¬ 
fold, Kings or their treasurers in the past and their modern 
eqiuvalents in more recent times found many ingenious 
ways in which they could use tlieir power over the monetary 
system for the benefit of their treasuries. 

The royal prerogative to issue money and to determine 
the metallic content and face value of the coinage has been 
for many centuries an important direct source of revenue. 
Indeed, from the early origins of the monetary system the 
issue of coins was apt to be regarded as being largely, if not 
exclusively, a revenue-producing device. The State often 
secured for itself the monopoly of producing or importing 
the monetary material. Thus in many countries the mining 
of precious metals was made a State monopoly. The mints, 
whether run by the State or farmed out to private enter¬ 
prise against substantial payment, charged a seignorage for 
the benefit of the treasury, varying during the Middle Ages 
between two and twelve per cent. For this reason alone the 
treasury had a vested interest in ensuring that the mints were 
kept busy. This consideration influenced mediaeval monetary 
policy to no slight degree and was responsible for many 
debasement decisions. Whenever the mint stood idle because 
the market value of gold or silver at home or abroad was 
higher than the mint price, the kings were always inclined 
to ensure an increased activity through raising the mint 
price of the metals. In these instances - and they were many 
- the fiscal ends of monetary policy outweighed other ends. 

Debasement served fiscal interests also through securing 
a profit for the kings on the re-coinage of the coins in cir- 
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culation on the basis of a lower metallic content of the 
monetary unit. Contemporary writers frequently argued 
that even from a purely fiscal point of view this was a very 
short-sighted policy. It is true, the kings collected on each 
occasion a handsome immediate profit. But they were also 
obliged to collect their revenue thereafter in a currency of 
an inferior value. Admittedly, during the mediaeval period 
prices were rather inelastic, so that it took some time before 
the princes came to feel the full disadvantages of debase¬ 
ment in the form of higher prices and the resulting higher 
expenditure. Rising prices worked out, however, in the long 
run to their disadvantage, because feudal duos had been 
rigidly fixed and revenue from the royal domains was also 
inclined to lag far behind the rise in prices. Nevertheless, 
many monarchs found it difficult to resist the temptation of 
an immediate profit on debasement. 

The adoption of paper currency opened new possibilities 
for treasuries to secure large financial resources with the aid 
of monetary policy devices. This was done on a gigantic 
scale during various major wars in modem times. It was 
also resorted to by many Governments to a more moderate 
but substantial extent even between wars. In countries 
where the paper currency was issued by State banks the 
treasuries had a direct and unlimited control over tlie print¬ 
ing press. In countries where Central Banks were in charge 
of the note issue it was necessary for the treasuries to induce 
these institutions to grant them advances. This was usually 
done in return for the granting or renewal of their charter. 
Though in many instances Central Banks resisted such infla¬ 
tionary borrowing they usually yielded eventually. Their 
loans to the treasuries were in many cases never repaid. 

Another way in which paper money was used to serve 
fiscal ends was through its devaluation, as a result of which 
the book-keeping value of the gold reserves of Central 
Banks was written up and the profit surrendered to the 
Treasury. 

As a result of the nationalization of many Central Banks 
after the Second World War the extent of the control of 
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treasuries over the printing press increased. There is, there¬ 
fore, more temptation and more opportunity to use the note 
issue for fiscal ends. Nevertheless, thanks to the broadening 
of the responsibilities of the Treasury in Britain and other 
countries - it has now come to be regarded as being res¬ 
ponsible not only for public finance but for the entire 
national economy - Finance Ministers are now liable to 
think twice before embarking on crude monetary inflation 
unless it is under pressure of extreme emergency. In any 
event in advanced countries inflation through the operation 
of the printing press has now been replaced by more sophis¬ 
ticated versions of monetary policy pursuing fiscal ends. 

We saw above that the adoption of a standardized means 
of payment and the improvement of its form were in 
themselves calculated to help the State authority in the col¬ 
lection of taxation revenue. The power of the State auth¬ 
ority to influence the quantity of money was also often 
used in the interests of revenue. In his Essay on the Mature 
of Trade^ published more than two centuries ago, Cantillon 
remarked: ‘The revenues of the State are raised more 
easily and in comparatively much larger amounts where 
money abounds’. It was to the interests of rulers, however 
despotic and selfish, to endeavour to ensure plentiful mone¬ 
tary supplies in their countries if only in order to be able 
to take away a great part of it by high taxation. Beyond a 
certain limit the increase in the volume of currency is apt, 
however, to react, unfavourably on public revenue. One of 
the causes of the weakening of royal authority in England 
during the seventeenth century was that the rise in prices 
resulting from the influx of precious metals from the New 
World reduced the purchasing power of the largely inflexible 
royal revenues from Grown domains. Kings were no longer 
able even in times of peace to live on the proceeds of their 
domains, and became increasingly dependent on the voting 
of supplies by Parliaments. In earlier periods, however, their 
capacity to collect taxation was often reduced not through 
an inflationary depreciation of the coinage but through 
the inadequate volume of coins in circulation. In such 
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j situations it was to their interest to do everything possible 
i to attract precious metals to the country, not only for the 
? sake of their revenue derived from the Mint or from the 
5 collection of customs duties, but also because the increase 
; in the circulation of coins made it easier to collect revenue. 

In modern times, too, a moderate degree of inflation may 
assist treasuries in solving their Budgetary problems by 
automatically raising the yield of taxes. Advanced inflation, 
however, is liable to operate in the opposite direction be¬ 
cause the increase of expenditure may well outdistance 
that of revenue. Much depends, of course, on the system of 
taxation in force and on the relative extent of tax evasion. 
While in Britain after the Second World War the rise in 
prices produced a series of unexpectedly large revenue sur¬ 
pluses, in France it resulted in a perennial Budgetary deficit 
owing to the high degree of resistance of the French public 
to taxation. This is an instance to illustrate that the same 
rule does not necessarily meet the requirements of monetary 
policy in different countries even though the ends of their 
monetary policies may be identical. Moderate inflation may 
serve the purpose of augmenting revenue in countries where 
the yield of taxation is elastic while the expenditure is 
relatively inelastic. The existence of a large public debt also 
tends to increase the advantages of currency depreciation 
from a fiscal point of view, because the burden of interest 
charges does not rise in proportion to other items of public 
expenditure. On the other hand in countries where the 
public is inflation-conscious wages are apt to become 
adapted quickly to the rise in prices, especially if they are 
linked with the cost of living index. Consequently, public 
expenditure is apt to rise in sympathy with the price level. 

Because of the uncertainty of the relative effect of higher 
prices on revenue and expenditure it is always risky to pur¬ 
sue fiscal ends by means of a deliberate policy of inflation. 
Likewise it would be a leap in the dark to embark on defla¬ 
tion for the sake of securing Budgetary advantages. It is 
impossible to see how a fall in prices is liable to affect rev¬ 
enue and expenditure respectively. Its disadvantages from 
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a fiscal point of view are obvious when there is a large public 
debt, the burden ofwhich will increase through afallin pdees. 
If the national income is reduced as a result of deflation, 
while the cost of the debt service remains unchanged, a 
higher proportion of the revenue has to be devoted to it. 

Hitherto we have been dealing mainly with Budgetary' 
ends of monetary policy. Another equally important fiscal 
end which monetary policy has to pui*sue is that of facilita¬ 
ting Government borrowing and the management of public 
debt. It is the duty of Treasuries to prepare the financial 
markets for the issue of new Government loans in order to 
ensure favourable terms and a satisfactory response by sub¬ 
scribers. To that end the creation of easy money conditions 
is naturally helpful. On the other hand in this respect as in 
respect of facilitating the collection of revenue, monetary 
expansionism is a double-edged weapon. If it leads to a 
persistent rising trend of prices it might discourage demand 
for fixed interest bearing securities unless interest rates arc 
raised sufficiently to compensate investors for the prospec¬ 
tive decline in the purchasing power of their investment 
income. It is, of course, possible for some time to ensure a 
satisfactory response to Government issues on terms favour¬ 
able to the Treasury by means of further monetary expan¬ 
sion causing an increase in the volume of funds seeking 
investment. This is, however, a vicious circle which cannot 
be operated with impunity beyond a certain point. When it 
is eventually brought to an end the prices of Government 
securities are bound to fall heavily. This is what happened 
in Britain after the policy of bolstering up the gilt-edged 
market came to end in 1947. 

Taking a long view monetary policy can assist treasuries 
very effectively in their task of financing Government 
deficits on favourable terms by ensuring monetary stability 
and strengthening confidence in the national currency in¬ 
stead of‘rigging the market’ for Government loans. The 
benefits of such a policy, though less spectacular than those 
of stimulating investment demand artificially by monetary 
expansion, arc apt to be more valuable in the long run. 
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Even so in special circumstances such as a war or a rearma¬ 
ment drive it may be found expedient to resort temporarily 
to the system of creating easy money conditions in order to 
ensure f avourable terms during periods of heavy borrowing. 
A policy of cheap and plentiful money may also help 
Treasuries in their conversion operations. It tends to reduce 
or keep down the cost of the existing public debt. This con¬ 
sideration is of particular importance when a large pro¬ 
portion of the public debt is floating debt or is due to 
mature in the near future. 

Under the modern currency and credit system the Treas- 
luies are placed in the enviable position of being able to 
determine to a large degree the rate of interest at which 
they borrow. The end of economizing in public debt 
charges is apt, however, to conflict with other ends of mone¬ 
tary policy. Very often it may appear advisable to raise 
money rates in order to discourage inflation or a speculative 
boom. Until recently it was generally assumed that this 
could only be done at the expense of increasing the burden 
of interest on the pubb’c debt. After the Second World War, 
however, attempts were made in a number of countries to 
insulate interest charges on Government debt from those 
payable by the private section of the national economy. 
The methods employed to that end will be described in 
detail in chapters dealing with the means of monetary 
policy. We propose to show that to some extent at any rate 
some of these experiments were successful. It has proved to 
be possible in this sphere to eat our cake and have it. 
Several Treasuries resorted to credit restrictions in the 
sphere of the private section of the national economy in 
order to resist inflation. In spite of this they were able to 
avoid corresponding increases in interest rates on the 
Government debt. In so far as such results were achieved 
by inflationary means sooner or later the experiment had 
to be abandoned. There are, however, insulating devices 
which are not inflationary. In this sphere as in many others 
there is ample scope for fUrther progress in scientific mone¬ 
tary management. 



CHAPTER FOURTEEN 


Monetary Isolation 

\ 

In nineteenth century economic literature it was generally 
assumed that economic internationalism must necessarily 
be the end pursued by monetary policy. Until recently few 
people realized the possibility that monetary policy might 
pursue the opposite end - that of economic isolationism. 
Even in our days the great majority of economists confine 
themselves to presenting the case against it, ignoring any 
arguments in its favour or in its mitigation. Since, however, 
monetary policy has served isolationist ends in a large 
number of instances during the last two decades, it is our 
duty to examine the monetary policies pursuing the end of 
economic isolationism and to take into account arguments 
both for and against. It is true that the pursuit of sound 
economic policies would obviate the need for monetary 
isolationism. This is, however, an imperfect world in which 
the pursuit of sound economic policies is often politically 
impracticable. 

There were two sets of circumstances which induced 
various Governments to resort to monetary isolationism as 
part of a programme of economic isolation. In many in¬ 
stances they felt impelled to do so as a result of the inade¬ 
quacy of their gold and foreign exchange reserves with 
which to maintain a system of free exchanges. In other 
instances they adopted or maintained a policy of isolation¬ 
ism in order to be able to expand their production or con¬ 
sumption with comparative impunity behind the shelter of 
an isolated monetary system. 

Under an internationalist system any increase in domestic 
price level resulting from an expansionist policy, or any 
increase in domestic consumption that takes place as a 
result of artificially preventing an expansion of purchasing 
power from causing an increase of prices, is liable to bring 
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its retribution in the form of an adverse balance of pay¬ 
ments. Beyond doubt, the perpetuation of disequilibrium 
by preventing an increase of demand from causing an in¬ 
crease of the price level has proved to be feasible up to a 
point, as a result of the application of rationing and other 
control devices. If carried too far, the system is liable to 
break down sooner or later, apart altogether from its effect 
on the balance of payments. Even Stalin in his much- 
quoted article that appeared in the Bolshevik/ymi before the 
Communist Party Congress of 1952, admitted with con¬ 
siderable emphasis that in the U.S.S.R. economic laws 
could not be ignored indefinitely and to an unlimited ex¬ 
tent. Nevertheless, even in countries which have not isolated 
themselves economically to such an extent as the U.S.S.R., 
it is possible to defy economic laws for a while so far as the 
internal economy is concerned. 

The penalty for ignoring economic laws is apt to come 
much more swiftly in the sphere of the balance of payments 
than in internal economy. Monetary expansion in an 
already fully employed domestic economy necessarily means 
that too large a proportion of the products is used up for 
domestic capital investment or consumption, and that im¬ 
port requirements for both purposes tend to increase, while 
the volume of exportable supplies declines and their prices 
increase. In the absence of water-tight and comprehensive 
price control there is a rise in the domestic price level 
which tends to handicap exports and stimulate imports. 
Given freedom of trade and of international payments, the 
adverse balance thus created is liable to deplete the gold 
reserve, especially in the conditions after the Second World 
War, when the gold reserve of most countries was very 
small relative to their foreign trade turnover. Foreign aid 
may bolster up the situation for some time, but it cannot 
be depended upon to continue indefinitely. Nor is the de¬ 
valuation or depreciation of the national currency liable to 
provide more than temporary relief. If it is resorted to too 
frequently the extent of relief it provides is likely to be 
diminishing, because domestic prices will tend to catch up 
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more quickly with the depreciating exchange. A non-stop 
depreciation or a too frequent repetition of devaluations 
tends to produce an all-round demoralizing effect. 

Nor is it practicable, under conditions of free international 
trade, to defend the balance of payments against the effects 
of inflation by means of price controls and physical con¬ 
trols. It is true the domestic price level may be kept arti¬ 
ficially low, and this would maintain or even increase the 
competitive capacity of exporters. On the other hand the 
surplas purchasing power which is not spent on necessi¬ 
ties owing to their low prices and their rationing is likely 
to be spent on imported goods or on goods which might 
otherwise be exported; or the inflated domestic demand 
might induce industries to produce for the home market in 
preference to producing for export. Nothing short of a 
completely watertight control on the domestic economy - 
something on the lines practised in the Inca Empire - would 
provide a solution under free international trading. Such a 
degree of control is impracticable in times of peace in 
democratic countries. 

It is not surprising, therefore, that whenever a Govern¬ 
ment is reluctant to maintain or improve the balance of 
payments in the hard way by means of painful deflationary 
devices, it is inclined to try to reduce the effect of infla¬ 
tionary domestic disequilibrium on the balance of payments 
by means of an isolationist policy. With the aid of isolationist 
measuies it is possible to defy economic laws with compara¬ 
tive impunity for a much longer time. 

There are many historical instances of more or less ad¬ 
vanced economic isolation. The mediaeval baronial estates 
constituted independent economic units. Until the second 
half of the nineteenth century Japan isolated herself com¬ 
pletely from the rest of the world and carried on no foreign 
trade whatsoever. In these and other instances of economic 
isolationism, however, considerations of monetary policy did 
not arise. On the other hand in the case of the Soviet 
Union, economic isolation from non-Communist countries, 
achieved by drastic political and economic measures, is 
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accompanied by a watertight system of exchange control. 
No payment to and from abroad can take place except 
through the authorities. This system completes the political 
control on contact with the outside world and the foreign 
trade monopoly with which isolation was enforced. Even in 
the absence of exchange control the State authority would 
be in a position to control import and export prices indepen¬ 
dently of the exchange rates. Under the Communist system 
it is possible to reserve for export trade any goods selected 
for that purpose and it would be possible to sell them even 
at a permanent loss if necessary in order to secure markets 
for them. Likewise, goods arc imported not because they 
are cheaper abroad or because consumers demand it, but 
because the State authority deems it necessary to import 
them irrespective of considerations of price. A Communist 
State is like a big business firm which may deliberately 
incur losses in one of its departments for the sake of the 
overall profits of the whole firm. Nevertheless, as is indicated 
by Stalin’s article, there are limits to the extent to which 
even a Communist State is prepared and able to disregard 
economic laws. 

Many non-Communist States, too, have resorted to a 
high degree of economic isolation in recent decades. During 
the Second World War relative prices played a very sub¬ 
ordinate part in determining the international flow of goods. 
As in the U.S.S.R., it was the Governments of belligerent 
countries that decided what to export and to import, and 
to or from which countries. In the absence of free inter¬ 
change of goods and of free foreign exchange markets the 
price levels of various countries lost touch with each other. 
Thanks to the adoption of a policy of economic isolation 
there was no need for the Governments to worry about the 
growing discrepancies between price levels at home and 
abroad or to take inopportune measures of deflation - which 
might have interfered with the economic war effort - for 
the sake of restoring equilibrium. This state of disequili¬ 
brium between price levels continued for some time after 
the War, though to a diminishing extent. The price levels 
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remained out of touch with each other and in most instances 
the Governments were reluctant to adjust the exchange 
rates to offset the discrepancies between the price levels. 
They were even more reluctant to adopt drastic deflationary 
measures in order to lower their price levels to those of 
other countries. Indeed they were even reluctant to resist 
pressure in favour of extending social services and increasing 
capital investment, atthough by yielding to such pressure 
they tended to accentuate the rise in their price level and 
to widen the disequilibrium with the price levels of other 
countries. Fortunately for them most other countries also 
pursued expansionary monetary policies, so that the world 
level of prices was rising, even if the extent of the rise 
varied from country to country. In order to be able to 
avoid unpopular measures for the sake of adjusting their 
price levels to those of other countries, they maintained to 
a large extent their wartime isolationist policies. 

Economic isolation can be attained through physical 
control over imports and exports or through controls over 
financial transfers in payment for imports and exports. On 
the face of it it would seem that effective control over 
foreign trade would in itself suffice, since the extent of the 
circumvention of such control by means of smuggling must 
be negligible. In reality it is essential to supplement physical 
trade controls with monetary devices, not only in order to 
make circumvention of trade controls more difficult but 
also to prevent unwanted transfers of funds for purposes 
unconnected with current trade. 

This brings us to the other main object of isolation. Gold 
resei'ves can be exhausted, not only through adverse bal¬ 
ances of payment, but also through a large-scale or persis¬ 
tent capital outflow. From time to time under the gold 
standard the domestic trade of a country found itself 
penalized through no fault of its own, as a result of a crisis 
or a boom in some other part of the world, which caused 
heavy withdrawals of funds. To check such withdrawals the 
country concerned had to raise its Bank rate even though 
domestic trade conditions did not necessitate or justify such 
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a change. Such experience provided a strong argument in 
favour of isolationism by means of monetary policy devices. 

During the late twenties Poincare’s success in stabilizing 
the franc resulted in a large-scale repatriation of French 
capital from London. This caused acute embarrassment to 
Britain, especially as it coincided with a large-scale drain 
of capital attracted to the United States by the Wall Street 
boom. Many similar instances could be quoted to show how 
embarrassing international movements of capital are liable 
to be. Throughout the thirties large funds were being 
shifted from one country to another in order to avoid antici¬ 
pated devaluations or depreciations. These movements of 
funds were a source of trouble, not only to the country 
which was losing them, but also for the country which was 
receiving them. It was justly remarked at the time that such 
funds are like teeth - they are a nuisance when they come, 
they are apt to be a nuisance when they are there, and they 
are a nuisance when they go. 

Although after 1931 many of the financially weaker 
countries resorted to exchange restrictions in order to check 
such unwanted capital movements, the financially stronger 
countries allowed them to proceed unhampered. British 
monetary policy in the thirties aimed at discouraging an 
unwanted outflow of foreign balances by allowing sterling 
to depreciate, and at discouraging an unwanted inflow of 
foreign balances by allowing sterling to appreciate. It was 
not until the outbreak of the Second World War that inter¬ 
national capital movements came to be checked by isola¬ 
tionist monetary measures. 

In Germany, on the other hand, a watertight exchange 
control and trade control was adopted after the advent of 
the Hitler regime. The country became economically iso¬ 
lated from the outside world. Tlxis, together with effective 
measures of control over internal economic activities, made 
it possible for Germany to follow a policy of fairly advanced 
monetary expansion in connexion with the rearmament 
drive of 1933-39, without having to pay the full price in the 
form of deterioration of the balance of payments and an 
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enforced curtailment of essential imports. Isolation went a 
long way towards enabling Nazi Germany to have guns 
and butter ~ or at any rate margarine. 

Monetary isolationism is liable to be applied whenever a 
Government is engaged in economic experiments such as 
the adoption of a semi-Socialistic system in a capitalist 
country. If the basic s^tem is changed into Communism 
then the problem of monetary isolationism against capital 
movements does not arise in a particularly acute form. 
Most liquid capital is confiscated by a stroke of the pen 
and cannot therefore be exported. In any case, as we saw 
above, a Communist State has other means of preventing 
a capital outflow. On the other hand, if the basic charac¬ 
teristics of the capitalist system are retained but the Govern¬ 
ment adopts an anti-capitalist policy by means of the 
nationalization of certain industries, very high taxation of 
profits, and advanced control of business activities, then 
monetary isolation is likely to be resorted to in order to 
prevent a large-scale flight of capital. But for the operation 
of exchange control in Britain during 1945-51 the outflow 
ofcapital trying to escape from Socialism and high taxation 
would have wiped out the gold reserves in a very short 
time and would have transferred the ownership of a very 
large proportion of British assets to holders resident over¬ 
seas. 

Large-scale flight of national capital may be caused also 
by fears of external aggression or internal upheavals. Many 
of those who can afford it would like to play for safety by 
accumulating nest-eggs in safer countries. The extent of 
such movements might well prove to be disastrous to the 
country menaced by aggression or civil disturbances. Con¬ 
siderations of national survival amply justify measures of 
monetary isolation to prevent such flights of capital. 

There is yet another way in which a policy of monetary 
isolationism may be considered useful and necessary in 
given circumstances. It is useful for the prevention of strong 
countries from using the multilateral system of foreign 
trade and payments for luiilateral purposes. Ever since the 
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economic balance of power changed strongly in favour of 
the United States during the First World War one of the 
major sources of the world’s economic troubles has been the 
unwillingness of the United States to import a suflScient 
quantity of goods to enable the debtors to pay for the 
American goods they import and to repay their debts owed 
to her. Whenever a foreign industry succeeded in creat¬ 
ing a good market for its product in the United States 
the American interests affected mobilized all their political 
influence to induce their Administration to adopt protective 
measures against the imports in question. Although this un¬ 
doubtedly served the sectional interests of specific American 
industries, in the long run it was detrimental to the interests 
of the United States as a whole as well as to the exporting 
countries, who were thus prevented from paying for their 
imports from the United States. The advantage of bllatera- 
list methods under which a country would lim’t the amount 
of dollars expended in the United States to the amount of 
dollars earned in that country would be to make American 
opinion realize that in order to be able to export the United 
States has to import. 

In practice such a bilateral monetary device would work 
out in the following way: the moment the big American 
exporting interests noticed that pressure was brought to bear 
on the Administration to exclude certain imports they 
would mobilize their influence to counteract such pressure. 
Under multilateral free trading they have no inducement 
for doing so, because it appears to them that there is no 
connexion between the volume of their exports and that of 
American purchases of imported goods. On the other hand 
if the adoption of bilateralist monetary devices makes them 
realize that a cut in American imports necessarily and 
immediately affects their capacity to export, they will 
take steps to prevent such a cut. The ‘lobbies’ operated by 
secondary American industries trying to seek protection 
against foreign competition would then find them 5 elves con¬ 
fronted with the all-powerful tobacco lobby, Hollywood 
lobby, etc., each one of which is in a position to influence 
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the Administration to a much larger extent than any com¬ 
bination of foreign Governments whose exports are threat¬ 
ened by the efforts of the lobbies of the secondary industries. 

It seems, therefore, that measures of monetary isolation¬ 
ism are not necessarily detrimental to a free international 
interchange of goo<;^. In given circumstances they may 
provide a welcome corrective to excessive and narrow 
economic nationalism leading to ultra-Protectionism in sur¬ 
plus countries which is liable to distort and gravely hinder 
the working of the multilateral trading system. Although 
technically the monetary measures adopted to cope with 
such situations isolate the country adopting them from 
the monetary effects of an adverse balance due to protection 
in other countries, in reality the choice is between two 
different kinds of interference with the natural international 
flow of goods. 

Beyond doubt isolationist monetary policy is liable to en¬ 
tail grave disadvantages. It enables Governments to try to 
perpetuate disequilibrium. Nevertheless, without overlook¬ 
ing the disadvantages, it is necessary to bear in mind its 
advantages and to balance them against the arguments of 
those who arc inclined to be dogmatically opposed to them. 

It is arguable that monetary isolationism is fundamen¬ 
tally unsound and harmful, because it enables Governments 
to prolong the pursuit of unsound economic policies and to 
defer the inevitable day when realities have to be faced and 
unpopular measures have to be adopted to readjust the 
artificial situation. Even so, there are situations in which a 
policy of monetary isolation can serve useful ends. Like 
many other policies, it is liable to misuse. But its use in 
moderation may obviate worse evils or it may secure sub¬ 
stantial benefits. Whether or not those who consider it a 
thousand pities that it has ever been invented are right, the 
policy is there for better or for worse, to be used or abused. 



CHAPTER FIFTEEN 


Monetaiy Policy and Business Cycles 


Although in many circumstances monetary policy may 
aim at deliberately causing changes in price levels or ex¬ 
change rates, in the majority of instances its end is to pre¬ 
vent such changes. Ironing out fluctuations constitutes the 
major objective of those in charge of monetary policy. They 
may direct their action against minor day-to-day move¬ 
ments in the money market, the foreign exchange market, 
or in the market for Gk)vernment Loans. Or they may 
endeavour to offset seasonal and other medium-term move¬ 
ments in those markets. Above all they aim at preventing 
movements of prices and fluctuations in business activity 
over longer periods. The stabilizing functions of monetary 
policy in the sphere of prices and exchanges were dealt with 
in earlier chapters. Here we propose to confine ourselves to 
its functions as a stabilizing influence in respect of business 
cycles. 

Business cycles arc regarded as the worst effects of econo¬ 
mic freedom. Their extent tends to grow bigger with the 
growth of quantities in our economic system - the figures 
of budgets, public and private debts, bank deposits, gold 
reserves, trade, production, etc. - and with the increasing 
complexity of that system. Indeed, it is widely believed 
that unless means can be found for dealing with business 
cycles they may endanger the very existence of the capi¬ 
talist system and the democratic way of life. It is considered 
one of the duties of those in charge of monetary policy to 
adopt measures by which to mitigate the ups and downs 
of business cycles, even if they are unable to prevent them 
altogether. Ever since the development of the modem eco¬ 
nomic system periodically recurrent booms and slumps have 
been causing much concern to theoretical and practical 
experts. 
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Although these cycles may vary widely in detail, in 
substance they follow the same pattern. Whenever business 
shows signs of prolonged prosperity it gives rise to a wave 
of optimism resulting in excessive expenditure, both on 
capital investmem and on consumption. Profits expand 
and there is an increase of demand for labour Icadiiii* 
to a rising trend of wages. The resulting increase of pur¬ 
chasing power, accompanied by an expanding trend of bank 
credits, tends further to stimulate business activity until 
it assumes a boom-like character in many respects. The 
rising trend of prices encourages speculative buying of com¬ 
modity stocks and of Stock Exchange securities and big 
vulnerable speculative positions are created. Company 
promoting and the issue of new securities is stimulated by 
indiscriminate demand, and there is a mushroom growth 
of new business firms of a doubtful stability. The insistent 
and indiscriminate character of demand encourages an ex¬ 
pansion of production without regard to the long-range pos¬ 
sibility of finding markets. A large and increasing propor¬ 
tion of business activities comes to be financed by means of 
short-term credits, creating many vulnerable commitments. 

Such a speculative boom obviously cannot continue for 
ever. For a wide variety of reasons it must come to an end 
sooner or later, and a sharp reaction sets in. The pendulum 
then swings in the opposite direction. Holders of securities 
and commodity stocl^ hasten to liquidate their holdings, 
thereby accentuating the slump in the commodity markets 
on the Stock Exchange. Many firms incur heavy losses and 
get into difficulties. In so far as they finance their operations 
with the aid of commercial credits or bank credits they may 
become insolvent, thereby inflicting losses on many more 
firms and on banks. The over-buoyant optimism that 
characterized the boom period gives way to an equally 
exaggerated pessimism. On the top of the boom cautious 
people rightly assume that rises in prices had been exag¬ 
gerated and play for safety. During the early phases of the 
downward movement of the cycle it comes to be widely 
assumed that the slump will continue for a long time. 
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lower prices and for fear of a decline of their incomes. 1 ne\ 
wish to preserve their liquid resources. Employment declines 
and the purchasing power of consumers contracts. The 
volume of credit becomes reduced, not only because banks 
want to play for safety and to curtail their commitments, 
but ako because many credit-worthy business firms arc 
reluctant to borrow. 

Both boom and slump are cumulative processes. Apart 
altogether from the original causes that initiated them they 
tend to feed themselves as they proceed. After a while the 
unsound positions built up during the boom are liquidated 
and prices are at a more reasonable level. Nevertheless, 
business firms are reluctant to increase their activities. They 
then come to realize very gradually that it has become 
once more reasonably safe to increase their commitments. 
There is a cautious expansion of business activity, at first 
slow, then gradually gathering momentum, until it assumes 
once more a boom-like character. Another business cycle 
begins to take its course. 

Throughout the nineteenth century business cycles re¬ 
curred with a disquieting regularity. Economists disagree 
about the average length of the period between one slump 
and another, but it has become a generally accepted concep¬ 
tion that the world is bound to experience a slump at inter¬ 
vals of between seven and eleven years. The losses incurred 
through such slumps by holders of stocks and securities, 
business firms and their employees have come to be regarded 
as the inevitable price mankind has to pay for the advan¬ 
tages derived from a competitive free economy. This fatal¬ 
ism contributed to no slight extent towards the progress 
of the Socialist movement and towards the tendency to the 
adoption of State control over economic activities as an 
alternative to booms and slumps. 

Opinions differ widely about the causes of the business 
cycles. According to a large and influential school of thought 
they are largely if not entirely due to unwarranted credit 
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expansion, which is responsible for the booms, leading to 
conditions in which a slump becomes inevitable. There are 
other explanations, such as the fluctuations of crops, the 
changes in the cost of production through inventions, etc. 
I’here can be no doubt, however, that even if business cycles 
are initiated by non-monetary factors they are supported 
and accentuated by monetary expansion during the boom 
and monetary contraction during the slump. For this reason 
it is only natural that many experts and intelligent laymen 
look towards monetar)^ policy for relief from the curse of 
business cycles. 

According to Hawtrey, the business cycle is entirely a 
monetary phenomenon and could be dealt with by the aid 
of timely and drastic monetary measures. Even tliose who do 
not share his belief in the exclusively monetary character of 
the business cycle arc inclined to agree that measures ol’ 
monetary policy could mitigate business cycles to a large 
degree. During the period of the automatic gold standard 
such measures were to a large degree automatic. Credit ex¬ 
pansion brought about by a boom reduced the reserve ratios 
of Central Banks which were compelled under their statutes 
to take measures to maintain those ratios. This was done 
by an increase of the Bank Rate leading to a contraction 
of credit. Such an increase very frequently constituted the 
danger signal which pricked the bubble of the boom. 
With the decline of the demand for credit the reserve ratio 
tended to rise, and this was followed by a decline of interest 
rates. Although in theory the process was automatic, in prac¬ 
tice there always had to be someone to take decisions 
leading to higher or lower interest rates. Nevertheless, these 
decisions were largely governed by the prevailing circum¬ 
stances, and more often than not the monetary authorities 
followed the trend rather than trying to guide it. 

To the extent to which the monetary system became less 
and less automatic after the Second World War, the responsi¬ 
bility of the monetary authorities for decisions taken in order 
to mitigate booms and slumps increased. Already during the 
twenties elaborate policies were pursued to that end, especi- 
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ally in the United States, where anti-business-cycle mone¬ 
tary policies were developed into a fine art following the 
establishment of the Federal Reserve System. 

Before the First World War the figure of Central Bank 
reserve ratios and the trend of interest rates in the open mar¬ 
kets was regarded as the main index to guide the action of 
the authority. During the twenties these indices were re¬ 
placed by that of the trend of the price level. It was hoped 
to prevent a Ixjorn by resorting to adequate measures of 
credit restriction as soon as there was any indication of a rise 
in prices. Before very long events proved that this policy was 
far from ideal and failed to provide the much hoped-for solu¬ 
tion. As a result of the decline in the cost of production, es¬ 
pecially in agriculture, but also in industry, stable prices 
meant expanding profits and the development of a sweeping 
boom. The movement culminated in the Wall Street boom, 
leading to the disastrous slump of 1929, which was followed 
by a scries of crises of unprecedented violence, and by a pro¬ 
longed depression with declining prices and large-scale un¬ 
employment. 

Needless to say, the above description of the boom and 
slump of the late twenties and early thirties necessarily 
over-simplifies a very complex phenomenon. What is essen¬ 
tial is to realize that the devices of monetary policy were un¬ 
able to prevent the business cycle from taking its course and 
from assuming unusually large proportions. The conclusion 
to be inferred from this experience is that the management of 
business cycles with the aid of monetary policy devices is not 
so simple as it appeared to experts in the twenties. 

While in the twenties monetary policy was unable to pre¬ 
vent or regulate a boom, during the thirties it proved to be 
largely helpless in face of the slump and the prolonged de¬ 
pression. In addition to the time-honoured device of lower¬ 
ing interest rates and trying to expand credit facilities, 
other expansionary devices were adopted, such as the fiscal 
device of deficit financing, devaluations, etc. Eventually 
towards the middle thirties the slump and the depression 
came to an end and the business cycle showed signs of 
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resuming its upward movement. The upswing proved to be 
very shortlived. It was followed by a mild trade recession in 
1937. Then the Second World War broke out. War-time in¬ 
flation which continued also after the war created a situation 
in which the traditional business cycle did not function, even 
though at times there were indications of a recession. 

Notwithstanding the discouraging experience of the inter¬ 
war period, expert opinion at the end of the war was prac¬ 
tically unanimous in^favouring the adoption of monetary 
policy measures against the recurrence of business cycles. 
Experts are sharply divided, however, between two schools 
of thought. According to the one, it should be possible to 
control the business cycle tlu^ough the improved application 
of the monetary devices tried without conspicuous success in 
the twenties and in the thirties, supplemented by devices 
based on the Keynesian theory which connect trade trends 
with the ratio between saving and investment. According to 
the other school of thought, the only safe way of avoicling 
business cycles is by means of a monetary policy aiming at 
the perpetuation of moderate inflation and at the mainten¬ 
ance of full employment by every possible means. The fact 
that inflation has been proceeding almost without interrup¬ 
tion ever since 1939 is quoted as evidence to prove that an 
expansionary monetary policy, coupled with social policies 
aiming at maintaining a high level of steady consumption, 
is capable of preventing a slump. 

Those who oppose this monetary policy do so either on 
the ground that non-stop inflation is too high a price to pay 
for the elimination of the business cycle or on the ground 
that conditions since 1939 have been exceptional and that 
sooner or later the business cycle will resume its course in spite 
of the non-stop inflation - or possibly because of it. It must be 
admitted that the absence of a slump following the end of the 
Second World War came as a surprise to most people ~ not in 
the last place to the rulers of the Kremlin, who ever since the 
end of the war have been hoping for a gigantic slump that 
would undermine the resistance of the capitalist world. 

Beyond doubt if it were certain that a policy of non-stop 
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‘creeping’ inflation could permanently eliminate slumps^, 
it might be well worth while to put up with the grave 
inconvenience resulting from that policy. The results of the' 
post-war experience are, however, far from conclusive. Hence 
the insistence of the anti-inflationary school on the adoption 
of disinflationary monetary devices for the sake of mitigating: 
the disadvantages of non-stop inflation. Such measures are 
strongly opposed by the inflationary school on the ground 
that they entail very grave risks. For, should they initiate a 
deflationary spiral, the authorities might not be able to re¬ 
verse or even mitigate it. 

Under the influence of the disadvantages of creeping in¬ 
flation during the late forties and early fifties doubts have 
arisen in some minds whether to make it an aim of 
monetary policy to eliminate business cycles is not, after all, 
fundamentally wrong. While appreciating the benefits of 
monetary expansion and of the absence of violent slumps and 
of large-scale unemployment, they claim that deflationary 
set-backs are an essential part of the competitive economic 
system and that in moderation they have their advantages. 
For although inflation tends to stimulate the full utilization 
of productive resources, they tend to be utilized in a wasteful 
form. We already have seen in Chapter 10 that deflationary 
reactions secure tlie elimination of inefficient units and 
ensure that productive capacity is employed to better ad¬ 
vantage. It is only natural that after a prolonged inflationary 
experience the disadvantages of the recent trend should be 
felt keenly and the advantages of the trend of the more re¬ 
mote past should be missed. Possibly this attitude might 
grow stronger as and when an inflationary period continues, 
for a long time without interruption. At the time of writings 
however, elimination of business cycles remains an almost 
uncontested end of monetary policy. In the view of many 
economists and others, it takes precedence over various 
other ends. The monetary authorities in most countries seek 
to achieve this end by the ‘foolproof’ method of perpetuat¬ 
ing a moderate inflationary boom rather than by the skilful 
application of Keynesian devices. 



CHAPTER SIXTEEN 


Full Employment 


The principle that the achievement and maintenance of full 
employment must be the foremost end of monetary policy is 
of recent origin. arose as a reaction to the abnormal in¬ 
crease of unemployment during the early thirties. The 
change of attitude was largely the consequence of the re¬ 
placement of the automatic monetary system by managed 
monetary systems between the two wars. So long as mone¬ 
tary policy was confined to the regulation of the automatic¬ 
ally functioning gold standard, the objective of influencing 
the level of employment by monetary devices had no high 
priority. The rule that it is the foremost task of the au¬ 
thorities to maintain the gold standard was considered axio¬ 
matic. When the measures needed for maintaining the gold 
standard caused an increase of unemployment it was con¬ 
sidered deplorable, but it was assumed to be inevitable. It 
was one of the fundamental rules of the gold standard game 
to raise interest rates and restrict credit whenever the ex¬ 
change was weak. In fact to a large degree this happened 
automatically because there was an outflow of gold as soon 
as the exchange depreciated to its ‘gold export point’ - the 
rate at which it became profitable to withdraw gold from 
the Central Bank and export it. It would not have occurred 
to anybody in a responsible position to argue that, rather 
than lose gold or prevent its loss at the cost of creating un¬ 
employment, the exchange should be allowed to depreciate. 
It was considered a matter of course that a decline in the 
volume of gold should result in a decline in the volume of 
currency and credit. That this was detrimental to business 
and employment was regarded as an unfortunate necessity 
and very few people blamed the monetary authorities or the 
monetary system for producing that result. 

Once the automatic system was replaced by a managed 
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system it followed logically that the inevitability of restrict¬ 
ing credit for the sake of defending the international stability 
of the currency would be called in question. Until then it 
was only contested by a handful of would-be monetary re¬ 
formers who were unable to make headway against the pre¬ 
vailing orthodox conception. Even though men such as 
McKenna and Keynes lent their authority to the new school 
of thought during the twenties, it could not make an im¬ 
pression until after the gold standard had to be abandoned 
under the force of circumstances. Once monetary manage¬ 
ment became the established practice it was open for the 
authorities to adopt the rule that monetary policy must pri¬ 
marily aim at full employment. This was not done in fact 
until 1944, when the White Paper on Employment Policy 
announced the acceptance by the Government ‘as one of 
their primary aims and responsibilities, the maintenance of 
a high and stable level of employment after the war.’ The 
White Paper did not actually promise full employment, and 
it was open for anyone to interpret the meaning of ‘high 
level of employment’. In fact, however, the White Paper is 
generally considered as an official recognition that monetary 
policy must aim at something like full employment. 

In Britain the Government's obligation to maintain a 
high degree of employment rests merely on a declaration of 
policy, repeated in election pledges by the rival political 
parties. In the United States, on the other hand, it is em¬ 
bodied in the Employment Act, 1946, in which Congress 
declares that it is the Federal Government’s responsibility, 
subject to certain reservations, to maintain conditions 
‘under which there will be afforded useful employment 
opportunities . . . and to promote maximum employment, 
production and purchasing flower.’ 

The exact degree of employment which can be described 
as ‘full’ is largely a matter of opinion. Even the firmest sup¬ 
porters of the policy of full employment admit that there is 
always bound to be a small percentage of unemployed con¬ 
sisting of the unemployablcs and of those seasonally out of 
work or in transition between two jobs. Those in favour of 
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high level of employment ’ - as distinct from 'full atiplnv 
ment’ - are prepared to accept a certain amount ofunnn 
ployment beyond that minimum, provided that it does nfn 
develop into large-scale unemployment. On the other /lanti, 
many people favour a state of affairs in which the niim/x^r ol 
unfilled vacancies far exceeds the number of those looking 
for employment. This latter state of affairs may be described 
as ‘over-full limployment.’ It is distinctly inflationary be¬ 
cause, human nature being what it is, it is difficult for em¬ 
ployees to resist the temptation of taking advantage of their 
scarcity v'aliie. In order to be able to recruit and maintain 
their staffs, employers have to bid against each other for the 
limited supply of labour. Any new industry or expansion of 
existing industry can only solve its man-power problem by 
ofl'ering higher wages and thereby enticing the workers of 
other industries to come over to it. Private lirms and public 
corporations are not in a good position to resist wages 
demands made under such circumstances, even if the de¬ 
mands are not justified by the extent of their profits. In 
order to be able to make a profit they have to add at least 
part of the wages increases to the prices of their products. 
The result is a rise in prices, which in turn leads to more 
wage demands. 

In order to avoid sliding into non-stop inflation through 
the operation of the wages spiral monetary policy would 
have to aim at a prevention of over-full employment. This 
is, of course, easier said than done, because the borderline 
between full employment and over-full employment is very 
indistinct. British official statistics which do not give the full 
picture of the employment situation showed for a long time 
after the war a considerable excess of registered vacancies 
over registered unemployed. Whenever in such a situation a 
new factory or hydro-electric power station is brought into 
operation, the additional demand for labour can only be 
satisfied by withdrawing man-power from existing indus¬ 
tries. The output does not increase through such changes. 
All that happens is that, while the new works add their out¬ 
put to the total, the established works have to quote longer 
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v(‘\\K:tanl lo mi^vc. lo other districts - it is in any case difti- 
cu\t lo do so owint; to the hc»usin^ shortage - or to switch 
over to another industry even in the same district. They arc 
confident that, thanks to the new policy of full employment, 
there can be no unemployment except quite temporarily. 
They prefer, therefore, to await re-ernployment in their 
own district and in their own industry. There is indeed the 
utmost f)ressure brought to bear on the Government to pur¬ 
sue an indalionary monetary policy which would minimize 
local and temporary unemployment even in industries 
which have become largely redundant. 

For example, in 1952 it became obvious that the Lanca¬ 
shire textile industry stood no chance of recovering many of 
its lost overseas markets. Notwithstanding this, unemployed 
textile workers refused to change over to aircraft industry 
which had many vacancies owing to rearmament require¬ 
ments. 'Fhey preferred to wait while Lancashire Members of 
Parliament on both sides of the House were pressing the 
Government to adopt monetary and other measures to in¬ 
crease domestic demand for textiles. Yet it should have been 
obvious that, in view of her balance of payments difficulties, 
Britain in 1952 could ill afford to stimulate artificially the 
domestic consumption of manufactures produced with the 
aid of imported raw materials. 

In such circumstances a monetary policy aiming at full 
employment is liable to bolster up sections of industries 
which have become redundant and ought to be liquidated 
to release man-power for other industries which arc short 
of labour. Had large-scale overall unemployment prevailed 
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there would have been ever^'thing to be said in favoui* o( 
keeping Lancashire going by means cf inflationary finan¬ 
cing, because the alternative would necessarily have been an 
increase of unemployment. Since, however, in the conditions 
existing in 1952 there was no dillicully in finding employ¬ 
ment for the unemployed, all that the full employment pol¬ 
icy achieved was the prevention of the transfer ol man¬ 
power from redundant industries to vital industries. The 
engineering %md shipbuilding industries had to lose foreign 
orders because, owing to shortage of man-power, they had 
to quote long delivery dates. On the other hand, domestic 
consumption of textiles was artificially stimulated, to the 
detriment of the balance of payments which had to provide 
for higher cotton imports for domestic requirements. 

What was said above is not intended to make out a case 
against a monetary policy aiming at full employment. 
Nobody who remembers the experience of the thirties can 
object to the principle of that policy. But it is necessary to 
realize the need for a more elastic application of* that princi¬ 
ple in order to avoid its inflationary effects and to obviate the 
bolstering up of unsound industrial positions to the detri¬ 
ment of the national economy. It must be borne in mind that 
a persistently adverse trade balance, if increased through the 
consequences of inelasticity of labour, is liable to cause un¬ 
employment if the gold reserve declines to such an extent 
that the import of essential raw materials has to be cut. 

With the above reservations the claim is justified that 
the new monetary policy tends to increase the productive 
capacity of the community. It avoids the waste of maintain¬ 
ing millions of idle workers as many countries did between 
the wars. It attracts into productive occupation a large 
number of those who had not hitherto been directly produc¬ 
tive. Between the wars the inadequacy of the supply of credit 
resulting from a restrictive monetary policy compelled the 
banks to refuse loans for purposes wliich were financially 
secure, commercially profitable, and socially useful. This 
they had to do in innumerable instances in spite of the exist¬ 
ence of at least one and a half million unemployed. Amidst 
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large-scale unemployment produrtivhy was low Ijccause of 
the widespread fear among w(»rkers that if they exerted 
themselves they would work themselves out of employment. 
On the assumption that only a limited amount of work 
was availalrle, tliey endeavoured to spread it out as much 
as possible. Hence the restrictive regulations adopted by 
many unions, as a result of which even those workers who 
were alrle and willing to work harder were compelled to 
limit their output. 

One of the main arguments used in iavour of a monetary 
policy aiming at lull employment is that it tcmls to increase 
productiv^ily i)y doin^' away witli tlic need for n^strictive prac¬ 
tices by Trade Unions, and wdth the workers’ inclination 
U) go slow for fear of working themselves out of employment. 
Since under the new policy the threat of unemployment 
has declined considerably, there was every reason for aban¬ 
doning such practices. Unhn-tunatfdy, judging by post¬ 
war experience, this was not done universally. The output 
per man-hour of those industries which did nf>t Iiave the 
benefit (jf increased mechanization showed actually a de¬ 
cline instead of increasing. This is particularly true of the 
building industry, even though in post-War Britain there 
was no ground for building workers to fear that they would 
work themselves out of employment. 'Feather-bedding’ 
practices often prevented mechanization from leading to 
a corresponding reduction in the cost of production or a 
corresponding increase of the output. In many instances 
when newly-installed machinery reduced the number of 
hands required the workers insisted that the firms should 
continue none the less to employ the same number of work¬ 
ers. Dismissals through redundancy encountered strong re¬ 
sistance during a period when the workers who became 
superfluous through mechanization could easily find pro¬ 
ductive employment elsewhere where they were badly 
needed. 

A great deal could be said about the bad effects of absen¬ 
teeism and lack of industrial discipline on output under full 
employment. On balance, however, it is probably correct to 
F 
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claim that, notwithstanding these and other obvious dis¬ 
advantages, an intelligently managed monetary policy aim¬ 
ing at full employment is something well worth having, 
provided that its effect on tlic price level does not endanger 
the balance of patTOents. 

This brings us to the international aspects of the full em¬ 
ployment policy. Generally speaking it is true to say that 
its application is bound to be accompanied by a rising trend 
in the domestic price level. If the same policy were applied 
to approximately the same extent in all countries this infla¬ 
tion would not a fleet the balance of payments of any 
country. Tliis was duly realized, and a vague international 
understanding was actually reached after the War under 
which the participating countries declared themselves will¬ 
ing to pursue a policy of full employment. The interpreta¬ 
tion of that broad principle varies, however, from country 
to country. It is inevitable, therefore, that there should he 
discrepancies between the extent of the rise in the price 
level through monetary expansion aiming at lull employ¬ 
ment. 

The result is a disequilibrium. The countries in which the 
policy of full employment is applied to a higher degree arc 
liable to lose markets at home and abroad l)ecaase their 
prices tend to become too high and their domestic con¬ 
sumption tend to increase too much. This tends to produce 
an adverse balance of payments which may in given cir¬ 
cumstances endanger the very foundations of full employ¬ 
ment. Witli a depleted gold reserve the country that applied 
the full employment policy excessively compared with other 
countries may reach a stage at which it can no longer afford 
to pay even for essential raw material imports. This may 
mean that although the domestic financial resources for 
producing to capacity remain available and the consumers 
have both the willingness and the purchasing power neces¬ 
sary to pay for the goods, production may have to be cur¬ 
tailed for lack of raw materials. 

Even if it were possible to apply the full employment 
policy to an equal degree everywhere, the risk of unemploy- 
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mcnt through lack of raw materials could not be ruled out. 
Unplanned expansion of certain industries over-stimulated 
by the world-wide application of the new policy is liable 
to create ‘ bottlenecks * on an international scale. Total 
world demand for certain raw materials is liable to exceed 
world supply. The countries producing these key materials 
would naturally want to reserve for themselves as much 
as they need, which necessarily means that less favour¬ 
ably placed countries would have to go short. This is actu¬ 
ally what happened in 1951. Though the immediate cause 
of raw material shortages was the additional demand 
caused by re-armament, unplanned and uncoordinated 
monetary policies aiming at full employment prepared the 
ground Ibr the situation that developed following on the 
outbreak of the Korean war. 

It is necessary to realize these dangers and to avoid the 
development of a new orthodoxy fully as complacent as that 
of the nineteenth century economists who firmly believed that 
if only economic factors were allowed to operate without in¬ 
terference things would necessarily work out for the bc^st. 
Uncritical enthusiasts of the full employment policy, too, arc 
inclined to believe that all tliat is needed is to adopt the 
policy of non-stop inflation for the sake of full and over-full 
employment, and mankind could live happily for ever after. 
Unfortunately things arc not so simple in real life. A great 
deal more is needed tlian the dogmatic application of an 
over-simplified formula. 

There is indeed a grave danger in the new dogmatism. 
It came as a not unnatural reaction to the old dogmatism 
under which everything was naturally expected to be sacri¬ 
ficed for the sake of upholding the stable international value 
of the currency. No sacrifice was considered too great to 
that end. Under the new conception Governments are ex¬ 
pected to be willing to sacrifice any other consideration for 
the sake of full employment. Beyond doubt large-scale un¬ 
employment is an evil which it should be sought to avoid 
and for the avoidance of which it is well worth while 
to sacrifice other ends of monetary policy. It must not. 
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however, be the only consideration which the monetary 
authorities have to bear in mind in determining the need's of 
their monetary policy. Tliey have to avoid adopting courses 
which would eventually defeat the ends of their full employ¬ 
ment policy owing to the effect of domestic inflation on the 
balance of payments. They ako have to make up their mind 
about the degree of inflation they are prepared to accept 
as a price of full employment. The policy is still in an ex¬ 
perimental stage, and its principles will have to be estab¬ 
lished through trial and error. 

The need to reconcile full emplo^nnent policy with other 
vital policies was clearly expressed in the American Em¬ 
ployment Act of 1946. This declared it to be the duty of the 
Federal Government ‘ to use all practical means consistent 
with its needs and obligations and other essential considera¬ 
tions of national policy* for the purpose of creating and 
maintaining maximum employment in a manner calculated 
'to foster and promote free competitive enterprise and the 
general welfare.’ Under the wording of this passage the 
United States Government would not be under an obliga¬ 
tion, for instance, to introduce controls for the sake of 
achieving or maintaining full employment. Many people 
would not endorse this formula, which is quoted here as an 
example of the dilemma those responsible for major mone¬ 
tary policy decisions have to face. It is liable to arise in 
connexion with the restoration or maintenance of the con¬ 
vertibility of currencies. The gold standard might have 
been maintained in 1931 at the cost of timely and di astic 
deflationary measures leading to a further increase of tlie 
existing large-scale unemployment. Even convertibility into 
other currencies may only be achieved or maintained in 
given circumstances at the cost of increased unemployment. 
The Government has to decide in such situations whether 
convertibility is worth the price that has to be paid for it. 

In his evidence before the Congressional Committee on 
Monetary Policy and the Management of the Public Debt 
in 1952, Mr John W. Snyder, Secretary of the Treasury, 
said that the Declaration of Policy referred to above would 
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have been better if it had included among the reservations 
the maintence of general price stability. He remarked that 
if measures undertaken to promote maximum employment, 
production, and purchasing power arc prosecuted fully they 
are capable of producing undesirable increases in the general 
price level. Yet, he declared, the prevention of sharp changes 
in the general price level in either direction is an essential 
condition of national policy and of the general welfare. 

This remark shows the kind of conflicts that are liable to 
arise between the end of full employment and other ends of 
monetary policy. While the need for sacrificing other ends 
to a large degree fjr the sake of full employment is now 
widely realized, it would be clearly going too far to lay 
down as an absolute principle that for the sake of full em¬ 
ployment all other ends must be sacrificed in all circum¬ 
stances. Situations may arise in which moderate increases in 
unemployment, regrettable as they are, have to be consid¬ 
ered as a lesser evil than a runaway inflation or a complete 
depletion of the gold reserve. 



CHAPTER SEVENTEEN 


Social Objectives 


The ends of monetary policy dealt with in previous chap¬ 
ters may thamselves be means to broader ends. A monetary 
policy aiming at lower prices, for instance, may envisage eco¬ 
nomic prosperity or social welfare or in given circumstances 
even political advantages as its ultimate end. In the present 
chapter we are concerned with the ultimate social ends 
monetary policy pursues through the intermediary of its 
various immediate ends. 

Money is intended to serve not only economic needs but 
also social ones. By this we mean needs arising from non¬ 
economic aspects of human relationships, and also economic 
needs in so far as they concern the relative position of social 
classes. In the origin and early evolution of money this as- 
p)ect was predominant. Money was adopted largely for the 
purpose of satisfying requirements arising from primitive re¬ 
ligion, political rclatioaships, marriage, etc. It was adopted 
as a means for establishing and accentuating dLstinctioiLs 
between social classes. Such deliberate monetary policy as 
was pursued at those early stages must have served primarily 
such non-commercial ends. Money was adopted largely in 
order to provide a standardized means by which contribu¬ 
tions to religious ceremonies, tribute, blood money, bride 
price, etc., were discharged and in which wealth, the pos¬ 
session of which conferred on its owner social distinction and 
political power, was accumulated. In a number of known 
instances, however, the social factor operated in the oppo¬ 
site direction. In many communities the State authority 
resisted the development of the monetary system or the 
replacement of a primitive money by some more advanced 
form of money. Rightly or wrongly the State authority took 
the view that the social upheaval resulting from a departure 
from a natural economy or from a primitive monetary 
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economy would entail disadvantages which would outweigh 
the commercial advantages of a new monetary system. This 
may have been the cause of the resistance of the State 
authority in ancient Egypt to the development of a mone¬ 
tary economy. We encounter many instances of resistance to 
the trend to replace payments in kind by payments in money 
in various countries in mediaeval Europe. In Japan too, until 
comparatively recently, the State authority discouraged the 
replacement of rice currency by modern money in everyday 
use. 

In all these instances the object of the official attitude was 
to preserve the existing social order. This aim may have 
been puriiued for two diametrically opposite reasons. Many 
communities at the dawn of history must have feared that 
the adoption of a monetary economy might accentuate 
social inequality by facilitating the accumulation of wealth 
on the one hand and the enslavement of the poorer classes 
on the other. This aspect of the adoption of money was 
noticeable in ancient Greece, where it had led to the 
replacement of a patriarchal mode of life by a system of pro¬ 
nounced class distinctions between employers and employ¬ 
ees. In tlie ancient period and for many centuries afterwards, 
default on debts entailed enslavement, so that the stimulas 
given to the practice of lending and borrowing by the de¬ 
velopment of a monetary system was a major factor in the 
extension of slavery in formerly free communities. Too much 
weight should not be attached to this argument, however, 
in view of the fact that slavery and class distinctions had 
existed to a very pronounced degree in ancient Egypt in 
spite of the absence of a monetary system. 

It is much more probable that in many communities 
during the Ancient and Middle Ages the State authority re¬ 
sisted the adoption of a monetary economy and its progress 
because this was against the interests of the ruling classes. 
Generally speaking it is probably true that on balance the 
abandonment of natural economy was against the interests 
of landowners and served those of the rising merchant 
classes and industrialists. This was particularly evident 
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during the mediaeval period when scarcity of metals which 
gravely handicapped industry and commerce, was not un¬ 
duly inconvenient to landowners, for rents and agricultural 
wages could usually be paid in kind. The depreciation of 
the monetary unit after the discovery of the gold and silv''er 
resources of America was gravely detrimental to the princes 
and the land-owning classes in general, lliey had to accept 
rents in depreciated currency once rents ceased to be paid 
in kind, because tenants were now in a position to exercise 
their option to pay in cash. In Japan the feudal system was 
endangered by the replacement of rice currency by metallic 
currency; hence the resistance of the ruling classes to such 
development. 

The evolution of modern money has largely contributed 
towards the evolution of the present social system. It has 
contributed greatly to the creation of a society based on 
division of labour and competitive private enterprise. The 
primary economic objective of a better utilization of natural 
resources, man-power, and human inventive genius could 
not have achieved such advanced stages had it not been 
for the adoption and modernization of money. It was in¬ 
evitable that this evolution should be accompanied by social 
develpments such as the accentuation of class differences 
and the relative increase in the numerical proportion of 
low-income classes. During recent times more and more 
attention has been paid to this aspect of our monetary sys¬ 
tem. Whether this is happening through the awakening of a 
social conscience on the part of the higher-income classes or 
through the growing political power of the lower-income 
classes, the result is that Governments to-day can ill afford 
to disregard altogether the clamour for social welfare and 
for a levelling down of inequalities of wealth and income. 
Irrespective of the political orientation of the Government, 
monetary policy which formerly was placed almost entirely 
at the service of economic objectives is now being placed 
increasingly at that of social objectives. Fortunately the two 
often overlap to a large degree. An increase in the volume 
of goods produced is a social as well as an economic objec- 
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tive, because it increases the means with which to relieve 
poverty. Nevertheless, economic and social considerations 
influencing the aims of monetary policy are liable to con¬ 
flict with carli other. In a competitive economic system a 
monetary policy aiming at an extreme equalization of all 
incomes serves as a disincentive and is economically disad¬ 
vantageous because it discourages invention and initiative, 
and tends to ]‘)revent an increase of output. In spite of this 
it may appear to be socially advantageous, at any rate iit 
the short run, from the point of vit'W of the standard of 
living of the lower-income classes. 

By raising or lowering the price level monetary policy can 
produce far-rcaching social effects. Very often these social 
effects are the purely incidental results of policies aiming 
at higher or lower prices for economic ends. A policy of rais¬ 
ing or lowering prices can <also he pursued, however, prim¬ 
arily if not exclusively for the sake of the social effects of the 
changes involved. Any substantial chang(‘s in the price level 
are a highly effective method of bringing about a re-distri¬ 
bution of wealth. It is much more effective than taxation 
and is liable to operate much more speedily. 

Equalitarian monetary policy can be pursued very effec¬ 
tively through a deliberate depreciation of currency, which 
process is calculated to go a long way towards wiping out 
the fortunes of the upper classes and reducing the econo¬ 
mic strength of the middle classes. It does not necessarily 
follow that inflationary policy will produce .such a social 
effect. Much depends on the degree and speed of inflation 
and the ability of the upper and middle classes to ' hedge’ 
against currency depreciation. There is also a possibility 
that a large number of people may not only succeed in pre¬ 
serving their fortunes during an inflationary period but even 
manage to accumulate new fortunes through a skilful and 
unscrupulous exploitation of price increases. Quite possibly 
wealthy classes as such do not disappear, but the fortunes 
pass into other hands. This would mean that if the infla¬ 
tionary policy aims at levelling down inequalities it would 
not altogether succeed in its objective. On paper there may 
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appear to be fewer rich people. In practice tliis may only 
mean that the new rich are more skilful in evading taxation, 
being unencumbered by a standard of behaviour which the 
noblesse oblige principle imposed on the former weaJ thy classes. 
Nevertheless, by and large inflationary policy is likely to 
succeed in levelling down incomes. In particular higher 
grades of salaries and professional earnings arc not adjusted 
to rising prices to the same extent as lower grades of wages. 

Inflation is a most effective way of helping the debtor 
classes, the relief of wliich may be an important social end 
of monetary policy. In many instances in the course of his¬ 
tory had it not been for currency depreciations the position 
of certain debtor classes, such as farmers or owner-occupiers 
of houses bought on mortgage, might have become intoler¬ 
able. In such situations currency depreciation may be con¬ 
sidered to be a painless alternativ^e to waves of bankruptcies, 
spelling widespread ruin and discontent, and leading to 
social unrest. 

Conversely, a deflationary monetary policy aiming at 
lower prices may have for its .social objective a consolidation 
of the position of the ‘ ruling classes ’ in their capacity of 
creditors. While a deflationary policy is not likely to be 
adopted deliberately for that purpose, a community might 
slide into deflation by pursuing a policy of stabilization and 
exaggerating the anti-inflationary measures in order to safe¬ 
guard the interests of the creditor classes. 

One of the frequent objectives, declared or undeclared, of 
the pursuit of monetary stability is to maintain the social 
status quo. Creditor classes and recipients of fixed incomes 
arc inclined to use their political influence for opposing any 
inflationary policy or any policy which, though aiming at 
stability, is not sufficiently anti-inflationary to safeguard 
against unintentional currency depreciation. 

The development and extension of social services con¬ 
stitutes a most important objective of contemporary mone¬ 
tary policy in most modem countries. A rapid extension of 
the Welfare State is usually accompanied by a rising trend 
of prices, though this rise is not deliberate but merely inci- 
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dental. On the other hand a Government determined to 
expand social service benefits substantially within a brief 
space of time is likely to be inclined to avoid committing 
itself to a too rigid system of monetary stability such as had 
existed under the gold standard. The maintenance of such a 
system necessarily limits the Government’s freedom of ac¬ 
tion in the sphere of social services. In 1931 the National 
Government in Britain felt impelled actually to cut down 
social services for the sake of saving the gold standard which 
had come under fire. These cuts and other economic 
measures were retained and even reinforced after the sus¬ 
pension of the gold standard for the sake of preventing an 
excessive depreciation of sterling. Any Government is liable 
to be confronted with such dilemmas unless its monetary 
system is so fluid that tlie maintenance of internal or exter¬ 
nal stability of its currency has a very low priority. 

Rigidly stabilized exchange parity, or determination to 
prevent the rise in the domestic price level, or, in the case 
of an elastic currency, determination to prevent an unduly 
heavy depreciation, is apt to come into conflict with the 
policy aiming at an expansion of social services. Each 
Government has to make up its mind about the priority or 
the degree of priority of social services over other require¬ 
ments of monetary policy. If a Government adopts the line 
that social services arc sacrosanct and must in no circum¬ 
stances be cut for the sake of a disinflationary policy, that 
attitude is liable to set a limit to the possible degree of defla¬ 
tion and is even liable to jeopardize monetary stability 
through inflation. The Government may feel impelled 
to abstain from resisting inflation too rigidly if it wishes to 
maintain its social services intact. 

On the other hand, monetary policy may pursue the end 
of preventing or moderating inflation for the sake of main¬ 
taining the purchasing power of pensions and other social 
service benefits. It is true, it is possible to link such payments 
to a cost of living index in order to prevent a decline of their 
purchasing power through inflation. In practice the adjust¬ 
ment of payments to a rise in prices through the operation 
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of the cost of living clause is always subject to a time lag 
during which the purchasing power of the beneficiaries is 
bound to suffer. In periods of fairly sharp and continuous 
price increases the time lag is apt to be continuous because, 
by the time the payments are adjusted on the basis of the 
cost of living index for the previous month or quarter, prices 
may have risen further. For this reason once beneficiaries of 
social services realize how a rise in price affects them they 
may be inclined to join forces with the rentier classes in 
using their influence to induce the Government to resist in¬ 
flation. 

The extent to which monetary policy can pursue social 
objectives is not without limits. It cannot achieve distribu¬ 
tion of more than is available for distribution, though it can 
increase the total volume of goods available for distribution 
by the pursuit of an expansionary policy. What monetary 
policy can do is to distribute an increased volume of pur¬ 
chasing power conveying the fictitious appearance of pros¬ 
perity without an actual increase in the volume of goods 
available for distribution. 

One of the social objectives of the monetary system is to 
secure a wide freedom of choice. Even under an advanced 
system of rationing everything is not rationed, and in any 
event the rations represent only a maximum limit of the 
goods available. Consumers are in a position to abstain 
from taking up their full rations and to apply their purchas¬ 
ing power for the acquisition of unrationed goods instead. 
Under a moneyless system, like that of the Inca Empire, the 
consumers had no alternative to taking up their rations. 
Since a certain degree of freedom of choice constitutes an 
important social requirement in any community that is 
above the bare subsistence level, even in an advanced Com¬ 
munist society the monetary system is retained for that 
purpose. 

Economic planning operating with the aid of financial 
and physical control devices may aim at reducing the de* 
pendence of production and consumption on the automatic 
operation of the price system. The object of economic plan- 
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ncrs is to create a system in which considerations of social 
utility and not those of cost of production and selling price 
should determine what is to be produced. Even where the 
social objective prevails monetary policy remains important 
as a means for achieving that objective. Economic planning 
pursues its ends partly through monetary measures. This 
is so even in the Soviet Union, where the monetary system 
was repeatedly manipulated after the Second World War, 
in the interests of social ends of economic planning. 

In capitalist countries monetary policy is used for social 
ends to an increasing degree. There is a growing realization 
of the fact that neither the increase of wealth nor the main¬ 
tenance of stability are ends in themselves but merely means 
to the end of human happiness. Monetary policy has to 
serve that ultimate end, and it is not always possible to do 
this by serving the intermediate ends of increasing wealth 
or maintaining stability. Nevertheless, more often than not, 
the means of achieving social ends are in the long run iden¬ 
tical with the means of achieving economic ends. Enlight¬ 
ened self-interest on the part of the lower-income classes 
may induce them sooner or later to find a compromise 
between social 'and economic ends instead of insisting on 
the absolute priority of the former. 



CHAPTER EIGHTEEN 


Political Objectives 


Money has always been an important factor both in the 
sphere of domestic politicos and in that of international 
affairs. From its earliest origins monetary policy pursued 
political ends to a large degree. Even before money came to 
be used sytematically as a medium of exchange it served as 
a means for safeguarding, consolidating, and increasing the 
political powers of tribal chiefs or rulers and those of the 
ruling classes. In present-day and recent primitive com¬ 
munities secret societies played a prominent r 61 e as the con¬ 
trolling political factor. In communities with such societies 
one of the main objects of the means of payment employed 
was to buy membership and promotion in the societies. 
Holding high rank in those societies meant social prestige 
and political power. Decisions of the tribal authority affect¬ 
ing the choice of the primitive means of pa)nnent or the 
regulation of its production and use often pursued a political 
end. 

In external policy the possession of large supplies of some 
means of payment which was valued outside the community 
enabled the tribal authority to secure allies. This practice 
has often prevailed also in modern communities. Govern¬ 
ments with strong monetary reserves were, and still are, in 
a position to secure the support of other Governments. 
During the ancient period certain types of money were 
adopted for the specific purpose of pursuing external wars. 
For instance Carthage adopted coinage for that purpose be- 
for it was adopted for internal circulation. 

In innumerable instances throughout history belligerent 
countries have abandoned the policy of monetary stability 
for the sake of being able to finance their wars. It is argu¬ 
able, however, whether in such cases monetary depreciation 
can be said to have necessarily come about in pursuance of 
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a deliberate monetary policy. In most instances the coun¬ 
tries concerned drifted into debasement or devaluation, the 
extent of which was not foreseen when it w'as decided to 
embark on a cosily war. There were exceptions in which 
rulers are known to have hce.n fully aware that they could 
only wage war if they decided to abandon monetary stabili¬ 
ty, and took deliberate decisions to that end. 

An instance of monetary policy with a political objective 
was the well-known accumulation of gold by Germany 
shortly before the outl)reak of the Fii'st World War. There 
was no pressing need for such accumulation for any econo¬ 
mic or social purpose. It simply served the purpose of build- 
iiig up a reserve in anticipation of military rcc|uiremcnts. 

Money is an important instrument of political prestige. 
A strong and stable currency backed by a large monetary 
reserve confers prestige on a country. It is true that its 
authority is primarily economic. Countries such as Switzer¬ 
land or Sweden with a strong currency enjoy a high econo¬ 
mic prestige but their political power in the international 
field is limited. Nevertheless, a financially strong country is 
apt to carry much more weight in international politics 
tlian a financially weak and unstable country, given equal 
military strength. The weakening of the financial strength 
of a country lends to reduce its political power in the inter¬ 
national sphere. 

Britain’s example after the Second World War clearly 
illustrates this. There have been very few instances in world 
history in which the relative political influence of a victor¬ 
ious Great Power suffered such a degree of decline as did 
that of Britain after 1945. To some extent this decline may 
be attributable to war-weariness as a result of which 
Britain reduced her armed strength to an undue degree. 
But, then, this was done also by the United States - at any 
rate as far as conventional arms were concerned - and yet 
she remained one of the two leading World Powers. It was 
done by Britain throughout her history after each victorious 
war, without suffering political eclipse in consequence. The 
main reason why after the Second World War Britain’s 
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political influence declined almost as much as if she had 
lost the war instead of winning it, was the decline of her 
economic power due to the weakening of sterling’s position. 
Rightly or wrongly the Socialist Government of 194")"*51 
concentrated its efforts on the building up of the Welfare 
State in a very short time. This could not be aclii«:‘ved 
without rendering sterling vulnerable owing to the chronic 
balance of payments difficulties it entailed. 

It is a matter of opinion whether it was worth Bi itain's 
while to sacrifice her position in the front rank of the great 
powers for the sake of raising the standard of living in six 
years instead of, say, twenty. We are only concerned here 
with the bare incontestable fact that the expansionary mon¬ 
etary policy which made possible the speedy building up of 
the Welfare State, and which maintained full and even 
over-full employment during most of the post-war period, 
necessarily precluded the restoration of the pre-war strength 
of sterling and of the pre-war influence of Britain in the 
sphere of international politics. Amidst her perennial bal¬ 
ance of payments difficulties, due to living right up to the 
limit of her means and possibly a little beyond it, Britain 
became dependent on American aid. This fact alone made 
it impossible for her to make herself felt in the council of 
nations to a sufficient extent. 

It seems reasonable to assume that those responsible for 
shaping Britain’s destinies during the post-War period were 
aware that they could not have it both ways and that their 
decision to eat their cake in preference to having it was 
taken as a matter of deliberate policy. National greatness in 
the sense of political influence and prestige was sacrificed 
for the sake of national greatness in the sense of possessing 
advanced social institutions. If carried too far, however, 
this policy might mean getting the worst of both worlds. 
Freedom from fear cannot be sacrificed to freedom from 
want with impunity in the long run. Inadequate defences 
entail the risk of invasion. A defeated country is liable to be 
exploited by its conqueror, which would mean a consider¬ 
able lowering of its living standard. 
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War parity t\\e mam object was probably the determination 
to safeguardliriiaiu’s reputation for financial integrity irres¬ 
pective of cost. The popular slogan that the ‘pound must be 
able to look tlie dollar in the face * appeal’s to imply, however, 
that considerations of political prestige w'ere also involved. 

Similarly, many of those in favour of the restoration and 
maintenance of the convertibility of sterling amidst difficult 
post-war conditions are inspired by considerations of pres¬ 
tige. But the possession of a freely convertible currency only 
makes for the economic and political prestige of a country if 
there is implicit confidence in its ability to maintain con¬ 
vertibility. Any distrust in the prospects of convertibility is 
liable to be damaging to its prestige and to its political 
power. In 1936 France sacrificed her security for the sake 
of maintaining the gold standard a little longer, by abstain¬ 
ing from taking military measures which could have pre¬ 
vented the remilitarization of the Rhineland by Hitler. 

Much has been said in recent years about the so-called 
‘dollar diplomacy'. The term suggests that the monetary 
strength of the United States has been used for securing 
political influence. It has been alleged that one of the 
reasons why the United Stales refused to increase the dollar 
price of gold from the figure of S35 an ounce fixed in 1934 
was that by adopting that monetary measure it would grant 
indiscriminate and automatic assistance to any foreign 
country possessing or producing gold. By maintaining the 
dollar price of gold at a level at which there is bound to be 
a world-wide shortage of dollars the United States was in a 
position to grant or witliliold dollar aid according to the 
political, military, and economic policies of the Governments 
in need of it. To the extent to which the refusal to raise the 
price of gold was inspired by this consideration the mone¬ 
tary policy decision to maintain gold at $35 an ounce pur¬ 
sued political ends. It would be a mistake, however, to 
attach too much importance to this argument. 
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The establishment and maintenance of the Sterling Area 
pursued not only economic but also political objectives. 
Tlie operation of any such currency area is apt to create 
political as well as monetary ties. It establishes a high degree 
of identity of interests between the countries of the same 
monetary area, and this cannot be lightly disregarded by 
the Governments in shaping their external policies. 

Strong countries are often in a position to compel econo¬ 
mically or politically oppressed countries to pursue monetary 
policies in accordance with the interests of the ‘ruling race’, 
The countries of South-Eastern Europe before the Second 
World War and practically the whole Continent during the 
years of German domination were forced to fix their ex¬ 
change rates in accordance with the requirements of the 
Nazi Government’s policy of exploitation. Gei-many was 
able to secure a large quantity of goods of the occupied or 
satellite countries by fixing a high exchange value for the 
reiclasmark in terms of their currencies. Although the ad¬ 
vantages thus gained were primarily economic, ImjxjriaUst 
exploitation of that type is essentially political in character 
and monetary policies pursued in its service followed there¬ 
fore largely political objectives. 

To some extent every Colonial power imposes its mone¬ 
tary policy on its colonies, but the political character of that 
policy is largely a matter of degree. It has always been a 
popular argument in American textbooks on history that 
the British policy in the eighteenth century aiming at the 
prevention of the development of coinage in the North 
American Colonies pursued the object of maintaining these 
colonies in a state of dependence on the mother country as 
well as exploiting them economically. It seems, however, 
that since the balance of payments of these undeveloped 
countries was bound to be strongly adverse during the phase 
of their rapid development - in the words of the American 
economist Horace White, ‘they could not have both a me¬ 
tallic currency and an axe’ - there was a trend for coins to 
be exported to England in any case. There would have been 
no sense in encouraging the issue and import of coins which 
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which the British Grown colonics in our time keep their 
monetary reserves in the form of sterling balances is inspired 
by political motives. Beyond doubt it strengthens the poli¬ 
tical links between the colonies and the mother country. 
It is justified, however, even on economic grounds, since 
the colonies transact most of their foreign trade with the 
United Kingdom and other countries of the Sterling Area, 
so that it is reasonable for them to keep their monetary 
reserves in sterling. 

Hitherto we have been dealing with the external political 
aspects of monetary policy. In domestic politics too, mone¬ 
tary policy is apt to play an important and at times decisive 
role. Moderate inflation may be inspired by the desire of 
the ruling party to secure popularity. It is always tempting 
for governments to engage in costly public works schemes 
and to incur other expenditure liable to secure votes for 
them. Very often this can only be done at the cost of in¬ 
flating the national currency. Such a monetary policy is 
condemned by the overwhelming majority of economists as 
inherently unsound and vicious. Beyond doubt in many 
instances their criticism is justified. Democracy is at its 
worst when the opposing political parties feel impelled to 
outbid each other in offering bribes to the electorate at the 
cost of debasing the currency. It would be a mistake, how¬ 
ever, to be dogmatic in condemning an expansionary policy 
inspired by political considerations as being inherently 
wicked in all conceivable circumstances. 

There are situations when monetary expansion, under¬ 
taken primarily for political ends, has a strong justification 
from an economic point of view. Let us take an instance. 
It is impossible to repair the large-scale devastations of a 
modern war within a short period without inflating the 
currency. The alternative is to spread tlie reconstruction 
over a long period of years and even decades. It goes with¬ 
out saying that speedy reconstruction is popular and that 
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any Government with a programme of completing the task 
in five years is liable to defeat the party which wants to 
proceed cautiously and plans to complete the work in 
twenty. Even those statesmen who are aware of the in¬ 
flationary consequences of a speedy reconstruction, and 
who may take the view that tlie economic disadvantages of 
the currency depreciation it entails would outweigh the 
disadvantages of delayed reconstruction, would be inclined 
to favour speedy reconstruction for the sake of the popu¬ 
larity of their party. In this instance the right thing would 
be done for the wrong reason. While it may be a matter of 
opinion whether it is worth w'hile to sacrifice monetary 
stability and to put up with the disadvantages of inflation 
for the sake of industrializing a country within a brief 
period, or for the sake of completing an ambitious pro¬ 
gramme of public works, or even for tlie sake of establishing 
an advanced Welfare State in record time, there can be 
no two opinions about the urgency of restoring towns and 
villages ravaged by war. For delay in physical reconstruc¬ 
tion would mean low output, and scarcity of goods is liable 
to cause a rise in prices, so that the choice rests betw^een 
monetary inflation and price inflation. 

The maintenance of tlie gold standard, or of the stable 
parities of an inconvertible paper currency, imposes a 
restraint on any political policies that would necessitate 
expenditure on a large scale. Indeed, according to many 
supporters of the gold standard and of stable parities, this is 
one of the greatest advantages of the system of their choice. 
In order to be able to proceed with costly political schemes 
it may become inevitable to discard the self-imposed res¬ 
traint that is necessary so long as external monetary stability 
is maintained. For this reason, among others, it is broadly 
speaking true that Conservative regimes favour the gold 
standard or a rigidly stable money. The more deeply it is 
ingrained in the minds of the public that the maintenance 
of such a system is a matter of vital interest and of national 
prestige and honour the more the electorate is likely to 
support a Conservative regime. 
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to favour an clastic pound. Yet in 1952’"53 
servativc circles were inclined to flirt with the idea of re¬ 
storing the ‘floating’ pound for the sake of being able to 
restore convertibility. It is arguable that when the pound 
is kept artificially stable it docs not function as a barometer 
that would react immediately to overspending by the Gov¬ 
ernment or by the country. If sterling is allowed to fluctuate 
any excessive Government expenditure or deterioration of 
the balance of payments would result in a depreciation 
which would serve as a warning signal. Those who accept 
this argument may hold the opinion that in pursuing a 
political end the monetary policy of a Conservative Govern¬ 
ment should aim at restoring the floating pound on the 
assumption that the advent of a Socialist Government would 
cause a depreciation and that fear of such depreciation 
might influence the attitude of the electorate. 

Supporters of this view point out that in 1931, when after 
the suspension of the gold standard sterling became an 
elastic currency, the British electorate was frightened into 
bringing in a large Conservative majority in the hope that a 
Conservative Government would be in a better position to 
moderate the depreciation of sterling. On the other hand 
those who believe that Conservative monetary policy ought 
to aim at rigid stability point out that had sterling been in 
the habit of fluctuating in August 1931, Ramsay MacDonald 
would not have been frightened by the prospects of its de¬ 
preciation into deciding to form a National Government. 
The decision to allow sterling to depreciate would probably 
have been taken as a matter of administrative routine on an 
official level, possibly without even submitting it to the 
Cabinet. Nobody would have thought it to be out of 
the ordinary to witness a depreciation of sterling by 
twenty per cent or more. It was precisely because the im¬ 
portance of maintaining the gold standard and the stability 
of sterling around its parity of $4.86 was deeply ingrained 
in the minds of the British public that the threat of 
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having to abandoti the parity created such a profound 

impression. 

From the foregoing it is evident that even if a Govern¬ 
ment wished to use its monetary policy for furthering the 
ends of domestic politics there would be room for funda¬ 
mental disagreement about the way in which this end could 
be achieved. In given circumstances it may be largely a 
matter of opinion which of two diametrically opposite 
coui'ses would produce the desired result. 

One of the difficulties of pursuing a political objective 
by means of monetary policy is that there are no absolute 
rules determining relations between cause and effect in 
this sphere. On the one hand a devaluation is liable to 
undermine the prestige of a Government and damage its 
political prospects. On the other hand measures taken to 
resist devaluation are almost inevitably unpopular. Follow¬ 
ing on a prolonged deflationary depression, devaluation is 
liable to be welcomed with relief, and the (government, in 
deciding to devalue, stands to gain ratlier tlian lose politi¬ 
cally. On the other hand a devaluation, and more especially 
repeated devaluations, during an inflationary period is 
liable to damage the Government’s prestige, because it is 
rightly considered as a sign of weakness or an admission of 
having pursued mistaken policies. Well-timed devaluations 
may be useful piolitically as a ‘shot in the arm’ providing 
temporary relief before general elections. 

Monetary policy may pursue a political objective also 
by conferring favour on some sectional interests. Pressure 
in favour of bimetallism in the United States during the 
nineties was inspired partly by the political end of securing 
the support of the silver-producing States. Even though it 
did not achieve its purpose it was found necessary to retain 
a limited monetary role for silver. To this day the United 
States Treasury is under obligation to buy silver, and its 
operations tend to produce some slight inflationary effect. 

A policy of deliberate currency depreciation may be 
adopted by extreme Left regimes not only in pursuing the 
social objective of levelling down wealth and incomes, but 
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also with the political objective of reducing the political 
p{>wer of undependable and hostile elements. Extreme Left 
regimes which consider it inexpedient to decree confiscation 
of* private property without com]:>ensation can achieve the 
same end by more subtle devices of monetary policy. They 
can avoid uncompromising measures that are liable to 
encounter ditsperatc resistance on the part of the owners of 
the confiscated property by paying them ‘full’ compensa¬ 
tion in the form of Government Bonds which can subse¬ 
quently be wiped out through a policy of progressive 
currency depreciation. On balance the effect of that policy 
is apt to be the same as tliat of nationalization without 
compensation, but its form may be considered to be politic¬ 
ally more expedient by Left-wing Government which are 
not strong enough to pursue a frankly confiscatory policy. 

Generally speaking the pursuit of political objectives with 
the aid of monetary policy is apt to be harmful rather than 
otherwise, both in die sphere of international affairs and in 
that of domestic politics. While there is much to be said in 
favour of placing monetary policy at the service of social 
progress, its use for political ends is very often indefensible. 
However, we live in an imperfect world in which those in 
}X)wer often yield to the temptation of misusing their control 
over monetary policy. Anyone examining the ends of mone¬ 
tary policy, not as they ought to be in an ideal world, but 
as they arc, must pay due attention to open or concealed 
political motives without which his picture could not be 
complete. 



CHAPTER NINETEEN 


Other Objectives 


There is an almost infinite variety of ends that monetary 
policy may pursue in addition to those dealt with in the foi'e- 
going chapters. Some of the ends of monetary policy dealt 
wdth briefly in this chapter arc fully as important as most of 
those to which separate chapters w'ere devoted. The reason 
why these ends arc not dealt with here so frxtensively is that 
their subject-matter has been, or will be, covered in some other 
chapter from some different angle. For, to a large extent, most 
ends of monetary policy are liable to overlap with other ends. 
There is also much overlapping between ends and means. 

From a very earlier period one of the objects of monetary 
policy was to ensure that the quantity of money at the dis¬ 
posal of the community should be adequate. Long before the 
connexion between an increase in the volume of money and 
the trend of prices or trade w^as realized it had been known 
that shortage of coins had been the source of many difficul¬ 
ties both to the ruler and to his subjects, and had hampered 
the normal functioning of the economic system. In a great 
many instances the object of debasement was to remedy 
the shortage. In modern times, too, during periods of run¬ 
away inflation when the rise in prices far exceeded the in¬ 
crease in the volume of money, and high prices necessitated 
a larger volume of money, the authorities decided to speed 
up the operation of the printing press for the purpose of 
meeting the increased monetary requirements. In emer¬ 
gency the status of money was conferred on various objects 
in order to overcome the grave difficulties caused by the in¬ 
adequacy of monetary circulation. The quantity of money 
may be increased not in order to raise prices or to lower 
interest rates or to create employment, but solely for the 
sake of having enough money in circulation to satisfy the 
requirements of the community. 
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Reference was made in Chapter 12 to convertibility, 
whether in gold or in other currencies, as a means of ex¬ 
panding international trade. Convertibility may, how¬ 
ever, be pursued also as an end of monetary policy for its 
own sake. A large section of expert opinion and public 
opinion is in favour of convertibility, not so much from the 
point of view of any advantages it may yield, but because 
it appears to symbolize economic freedom and the liberal 
way of life. Those who feel in such a way about it are con¬ 
vinced that the restoration and maintenance of the highest 
possible degree of convertibility should be made the fore¬ 
most aim of monetary policy. In the United States this 
school of thought is represented by an influential group of 
economists favouring tlic restoration of the convertibility 
of the dollar into gold for domestic as well as international 
purposes, and even the resumption of the issue of gold coins. 
In Britain such an ambitious objective is considered clearly 
unattainable, but the restoration of the highest possible 
degree of convertibility of sterling into dollars and other 
‘hard’ currencies is viewed with much favour in many 
quarters, even though it is strongly condemned in others. 

The maintenance of stable interest rates may be an im¬ 
portant objective of monctar)*^ policy. Instead of using 
changes in interest rates as means for affecting the volume 
of currency and credit or the tendency of exchange rates, 
various monetary devices may be applied for the purpose of 
preventing any fluctations of interest rates. Such fluctua¬ 
tions are liable to disturb trade, and there are obvious ad¬ 
vantages in keeping interest rates stable. French monetary 
policy for many years before the First World War attached 
considerable importance to the stability of the Bank Rate. 
The Bank of France resorted to various devices as an alter¬ 
native to changing its re-discount rate, when the situation 
called for such changes. In given circumstances stable inter¬ 
est rates may have to be achieved at the cost of fluctuating 
price levels or fluctuating exchanges, or through the appli¬ 
cation of various controls or other devices. Usually the ob¬ 
ject of monetary policy is to keep interest rates stable at a 
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low level. This policy of cheap money may also be an end 
in itself. All the anti-usury laws adopted everywhere for 
thousands of years pursued the end of cheap money for its 
own sake. There are many modern instances in which cheap 
money is the end of monetary policy. Since, however, cheap 
money is more frequently a means to other ends, we propose 
to deal with it in detail in a later chapter. 

Influencing international capital movements is yet another 
possible objective of monetary policy. A capital influx may 
be encouraged not on account of its effect on exchange rates, 
gold reser\"es, or interest rates, but in order to secure capital 
resources unobtainable internally. A major objective of 
British monetary policy has always been the attraction of 
short-term funds to London in order to ensure international 
banking activity in wliich the City has specialized, and 
to stimulate international commercial activity which is 
assumed to result from London’s prominence as an inter¬ 
national banking centre. Amidst the difficulties of the 
inter-War period the British monetary authorities often 
sought to attract funds to London in order to strengthen 
sterling or to check an inconvenient decline of the gold 
reserve. In such instances the influencing of international 
capital movements was a means to an end. On the other 
hand when the object was to attract funds so as to enable 
the City to pursue its international financial functions then 
the influencing of capital movements may be considered to 
have been an end of monetary policy. 

Monetary policy may aim not only at encouraging capital 
outflow, but also at discouraging it. It may place its devices 
at the service of encouraging or discouraging investment 
abroad. All these objectives are very often means to other 
ends, but not infrequently they are ends of monetary policy. 

The maintenance or increase of the national income is 
another possible end of monetary policy. It is one of the 
recent additions to the list of monetary objectives. Until 
twenty years ago regulation of the size of the national in¬ 
come was not considered to be part of the functions of the 
Government. Indeed official national income statistics were 
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in mosx countries non-existent. To-ddY l^tVCKt Govctimvents 
possess eXsJoQitaXe s\n'i\s\Aca\ orgaiuzalions for die purpose of 
calculaling and eslimaUng the national income. Even 
though much remains to be done in this respect the pro¬ 
gress made since before the war has been truly remark¬ 
able. 

The reason why national income has risen to prominence 
among objects of monetary policy is that under the concep¬ 
tion that has developed in recent decades monetary trends 
largely depend on the size of national income. According to 
<nie school of thought, an increase in the volume of money 
would not in itself ah'ect the price level were it not for its 
influence on the size of incomes. The idea did not make 
much headway during the twenties, when economic thought 
was largely dominated by the Quantity 'I'heory of money 
which sought to establish arithmetical relations between 
the volume of money and the level of prices. During the 
thirties, however, increasing attention came to be paid to 
the connexion between monetary trends and the trends 
of national income. But it w^as not until after the Second 
World War that monetary policy in Britain and other coun¬ 
tries came to be guided to some extent by the desire to influ¬ 
ence the size of national income. More often than not this 
is a mearLs to some other end. It is conceivable, however, 
that monetary measures may be taken mainly with the 
object of raising or lowering the national income. 

Yet another end of monetary policy is the ironing out of 
minor fluctuations as distinct from the fight against major 
fluctuations such as business cycles or inflationary and de¬ 
flationary trends. Monetary policy is very often employed 
for reducing minor fluctuations to a minimum, whether 
in the money market or the foreign exchange market. It is 
of course difficult to draw the dividing line betw’een minor 
fluctuations and major trends. The monetary authorities 


may seek to counteract minor fluctuations because they are 
anxious to prevent them from developing into major move¬ 
ments, On other occasions, however, it is reasonably clear 
that there is no such danger, and the object of neutralizing 
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minor fluctations is to avoid such relatively minor disadvan- 
tages as they arc liable to cause. 

Seasonal fluctuations arc among the movements which 
monetary policy may aim at preventing or moderating. In 
the old days when the Bank of England kept aloof from the 
foreign exchange market the dollar rate usually moved 
against sterling in the autumn as a result of seasonal demand 
in connexion with cotton imports and other crop move¬ 
ments. The fluctuations were limited by the operation of 
the gold points. Once the rate reached the figure at which 
it became profitable to ship gold it could not depreciate 
any further. Such restricted fluctuations did not cause much 
harm, as business firms were able to ' hedge ’ against them 
through foi'ward exchange operations. Nevertheless, such 
seasonal movements, whether in exchange rates or interest 
rates, were liable to cause a certain inconvenience. Many 
Central Banks considered it their task to counteract them 
as far as possible by means of intervention in the foreign 
exchange market or the money market. From 1932 till 1951 
it was the policy of the Bank of England to maintain dis¬ 
count rates virtually unchanged. From the outbreak of the 
Second World War until December, 1951, exchange rates 
were kept rigidly pegged. Since then sterling has been al¬ 
lowed to fluctuate within a narrow range. The discount 
rate policies pursued by various continental Central Banks 
aimed among other objectives at preventing a temporary 
rise in bill rates through seasonal demand during the busy 
seasons, such as the harvest period in predominantly agri¬ 
cultural countries. 

Monetary policy may pursue ends of justice and equity. 
When a depreciation is unavoidable steps are taken occa¬ 
sionally to minimize the losses incurred by certain classes 
and the gains unjustifiably earned by other classes. This can 
be done through the operation of a sliding scale on the basis 
of which debts are valorized according to the value of cur¬ 
rency at the time they were incurred. There can, of course, 
be no more than rough justice. The same may be said about 
arrangements under which wages, salaries, and other pay- 
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ments are linked to the cost of living index. Such dkrvioa 
usuallv pursue primarily stKtial or economic, or even pofitf- 
cal enils. It is concAvMr, howvct, tlut ill «imf imU»«S» 


they were inspired largely by c.omiiJerations of altUl’tUCl 
jusucc and equity, irrcsjKrctivc of pr.u ti( ;tl roiijcfitirnrri 
With this chapter we \vave compWtrd the exanvvuaVmn <d 
tlie ends of monetary policy. \N’c have ven ih .* .n . i ■ 

i., „„ \L 

tion to pursvie a wide variety of o! .i.-aiU-' ^ Pos/- 

to examine die wide variety of devices w , t' v ' 
they, may try to achieve the diverse ^ 
policies. ^ttds of their monctarv 




PART THREE 

The Means of Monetary Policy 




CHAPTER TWENTY 


Alternative Means 


The foregoing chapters dealt with the ends which those re¬ 
sponsible for decisions of monetary policy are in a position 
to pursue. In iVie following chapters we propose to deal with 
the means which are at their disposal and by which they 
may approach these ends. 

Although certain means are frequently used to the same 
end, the same means may serve various ends and the same 
ends can be served by various means. Consequently the 
choice of the end does not necessarily pre-determine the 
choice of the means. There must be therefore two distinct 
sets of monetary policy decisions. The authorities must first 
decide the aims of their monetary policy and then the ways 
in wliich these aims could best be achieved. The deliberate 
choice of the ends of monetary policy is an essentially politi¬ 
cal decision and must always be taken on the highest level, 
even though the politicians ultimately responsible for the 
decisions may follow the advice of technical experts. The 
choice of means, on the other hand, is largely a technical 
decision and can often be taken on an administrative level. 
Neverllieless, even in this respect the political authority 
usually has the last word as far as major principles are 
concerned. For instance, it is for the Government and not 
the Central Bank or even the Treasury oflicials to decide 
whether a rise in prices should be prevented through price 
controls, credit restrictions, or a re-valuation of the cur¬ 
rency or through some other means. 

To the generation that has grown up since the suspension 
of the gold standard in 1931 it may appear almost incred¬ 
ible that a quarter of a century ago many Central Banks 
had practically a free hand in deciding the choice of the 
means of their country's monetary policy, and that very 
often they determined even its ends. To-day the only power 

G 
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left in the hands of Central Banks is the implementation of 
monctai'y policy decisions taken by Governments. It is only 
in the sphere of the technique of monetary practice that 
Central Banks still have a reasonably free hand. At the 
same time Treasuries are largely advised by Central Banks, 
and the latter thus retain a certain influence in the choice 
of means and, to a much less extent, even of ends. 

The curtailment of the powers of Central Banks in respect 
of the choice of the means of monetary policy is to some ex¬ 
tent due to the changed conception, under which monetary 
policy has come to be regarded ixs one of the Government’s 
major responsibilities. To a very large extent, however, the 
change is due to the widening of the scope of moiietar)'^ 
policy. A quarter of a century ago the range of the means 
among which Central Banks had to choose was limited. 
Tradition largely determined the devices to be applied in 
given situations. The choice of devices has widened remark¬ 
ably in the lifetime of our generation. To-day it includes 
some means the application of which requires a major 
political decision. It is inconceivable, for instance, that the 
adoption or removal of exchange control or even its sub¬ 
stantial modification could be decided upon by technical 
experts alone. Such decisions are necessarily taken on a 
Cabinet level. They are outside the sphere of Central Banks 
to the same extent as is the choice of the ultimate or inter¬ 
mediate ends which monetary policy must pursue. It is only 
when it comes to the actual application of the means selected 
by the Government that Central Banks still have a reason¬ 
ably free hand. 

In few economic spheres has there been such a remark¬ 
able change within the brief span of a quarter of a century 
as in that of monetary policy. We already saw in the fore¬ 
going chapters the extent to which the ends of monetary 
policy have become modified in our lifetime. Changes that 
have come about since the twenties in respect of the means 
of monetary policy have been if anything even more far- 
reaching. This is due to the coincidence of two influences. 
One of them was the realization through practical experi- 



Alternative Means 195. 

encc during the tliirties that in given conditions traditional 
means of monetary policy are apt to be inadequate. The 
other was the influence of the teachings of Keynes, whose 
new monetary theories and practical monetary proposals 
have revolutionized the methods of monetary policy. 

In the domestic sphere there were until recently relatively 
few alternative means to choose between. While they could 
( hoose between various techniques, the only policies which 
tiie monetary authorities had at their disposal were to regu¬ 
late the quantity of money by direct intervention or by 
changing the level of interest rates. Tlie application of these 
means was based on the assumption that demand was deter- 
rniiied by the quantity of money and that price trends must 
therefore be influenced by determining the quantity of 
money. Most economists and monetary experts now regard 
this concept as out of date or at any rate over-simpli- 
lied. It is now recognized that there are factors other than 
the total quantity of money which are liable to affect de¬ 
mand. The importance of the velocity of circulation of 
money has come to be realized by those responsible for de¬ 
cisions of monetary policy. They have also l)Ccome aware 
that the cfi'ect of changes in the total volume of money 
is produced through the volume of the national income 
and its distribution, or tlie volume of saving and that of 
capital investment. IV) use Keynesian terminology, ‘liqui¬ 
dity preference’, affecting the volume of investment, and 
the ‘propensity to consume’, affecting the volume of con¬ 
sumer demand, are apt to play a decisive r 61 e. 

It is no longer considered sufficient for the authoi'ities to 
confine themselves to regulating the total quantity of monc)*. 
It is now thought essential that they should endeavour to 
influence the volume of the national income - whether 
by influencing the volume of money or by some other 
means — and its distribution as between high and low in¬ 
come groups, as a means of determining the trend of prices. 
They are also expected to influence the trend of capital in¬ 
vestment, not only its total but also its allocation as be¬ 
tween the production of capital goods and consumer goods. 
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When the private sector of the national economy prefers to 
keep its funds in a liquid form official monetary policy may 
have to supplement private investment by public invest¬ 
ment. Wlien the propensity of the public to consume is in¬ 
adequate monetary policy may have to apply devices to 
stimulate consumers’ demand. 

Monetary policy nowadays has to differentiate also be¬ 
tween means stimulating^ production for the domestic mar¬ 
ket and production for exports. Indeed the authorities may 
even have to adopt means to encourage exports to certain 
areas and discourage them to other areas. 

Even within the traditional sphere of determining the 
quantity of money, the means employed nowadays differ 
materially in many respects from those employed until com¬ 
paratively recently. Changes in the Bank Rate no longer 
play such an essential part. On the other hand the relative 
importance of changing the volume of credit by means of 
open market operations has increased. In some countries 
such as the United States changes in the reserve require¬ 
ments of commercial banks and adjustments of Treasury 
deposits play an important part. 

In addition to determining the grand total of the volume 
of money, the new monetary policy tries to achieve its ends 
also by discriminating in favour of or against certain types of 
credits. There is a wide variety of devices of selective credit 
control. It is characteristic of the degree of encroachment 
of Governments on the preserves of Central Banks that even 
in respect of such administrative devices the decisions arc 
now usually taken by the Treasuries. 

The combination of financial controls with physical 
controls provided the authorities with a wide variety 
of new devices. The adoption and the application of such 
means is of course entirely a matter for the Government. 
It requires decisions on the highest level and very often 
the adoption or removal of controls also necessitates 
legislation. 

Fiscal means of monetary policy are employed for deter¬ 
mining the totals of incomes and their distribution, and also 
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for encouraging or discouraging the production or con¬ 
sumption of certain types of goods. The Budget has come 
to be regarded as a most important means of monetary 
policy. Likewise Treasury operations are now among the 
weapons in its armoury. Throughout financial history mone¬ 
tary policy often served the end of facilitating Treasury 
operations. More recently relations have become reciprocal, 
and as often as not the timing and terms of Treasury issues 
serve the ends of monetary policy. 

Various economic policies are adopted and followed witli 
an eye on their effects on the monetary situation. Such poli¬ 
cies may affect production, foreign trade, wages, etc. In¬ 
deed generally speaking it is true to say that most decisions 
in the sphere of economic policy are now taken with an eye 
on their monetary effects. 

In the international sphere too the choice of a means of 
monetary policy has widened considerably. Under the 
gold standard the Bank Rate was supposed to be the only 
weapon, though some continental countries practised for 
many decades an elaborate Dcvisen-Politik, employing a 
variety of means. Even the Bank of England resorted at 
times to some special devices to discourage withdrawals of 
gold and to encourage gold imports. However, such meas¬ 
ures were exceptional. During the thirties exchange control 
made its appearance, with its almost infinite variety of 
devices. A relatively recent development has been the adop¬ 
tion of international means of monetary policy by co-opera¬ 
tion with monetary authorities of other countries or by the 
conclusion of international agreements and the operation of 
some international institution. 

The choice of means of monetary policy is fully as con¬ 
troversial as the choice of its ends. There is the unending 
struggle between traditionalists and progressives. The trend 
is, however, towards the adjustment of traditionalist attitude 
to changing requirements. ‘Orthodoxy keeps catching 
me up,’ remarked Keynes in 1941 on the occasion of his 
election to the Court of Directors of the Bank of England. 
The former ‘heretic’, whose views on monetary policy had 
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been for many years the main target of all traditionalist 
critics, was made one of the high priests of the temple ol’ 
monetary orthodoxy, not becaase he recanted his heresies, 
but because they had been largely accepted by 1941 as 
part of the official creed. 



CHAPTER TWENTY-ONE 


Tlie Quantity of Money 

Determination of the quantity of money has always 
been regarded as one of the most important means of mone¬ 
tary policy. In the absence of official intervention to influ¬ 
ence the quantity of money it is liable to be affected by a 
wide variety of factors, often not to the advantage of the 
community. The volume of money may become excessive 
or it may become inadequate to meet requirements. It is one 
of the supreme tasks of the monetary authorities to ensure 
that their community should have the conect quantity of 
money - that is, the quantity which the authorities rightly 
or wrongly consider to be correct in view of the ends which 
their moiietaiy policy rightly or wrongly follows. 

The maintenance or adjustment of the quantity of money 
may pursue many different ends. The most obvious end is 
to provide the communi ty with the vol ume of money required 
for the smooth functioning of its economy. It is determined 
by the volume of business at the prevailing level of prices. 
Other ends, notably that of influencing the price level, have 
overshadowed the end of meeting the communities’ normal 
monetary requirements. As we saw, however, in Chapter 
19, the endeavour to satisfy the monetary requirements 
of the community influenced monetary policy long before 
the connexion between the quantity of money and its value 
was adequately realized. Kings and governments were un¬ 
aware until comparatively recently that inadequacy of the 
quantity of money was liable to cause a fall in prices. They 
assumed that the rise in prices that followed debasements of 
coinage was entirely due to the lowering of the metallic 
value of the coins and not to the increase of their quantity. 

Monetary action to prevent an increase in prices by pre¬ 
venting an increase in the quantity of money is a compara¬ 
tively modern development. It is true it is encountered in a 
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rudimentary form in primitive communities which, in many 
instances, selected monetary objects in order to ensure 
clironic monetary scarcity. They also sought to prevent an 
increase in the volume of money by the aid of religious 
taboos. For example, in certain communities monetary ob¬ 
jects could only be collected at certain phases of the moon. 
In many instances surplus quantities of the monetary mat¬ 
erial were systematically eliminated through their destruc¬ 
tion by means of religious sacrifices, or were hoarded as 
ornaments in places of worship or palaces. 

Tlie State authority was often confronted with problems 
arising from an excessive volume of debased coins. Generally 
speaking, however, until the advent of paper money with its 
unlimited possibilities of increasing the supply of currency, 
the problem of Governments was not to keep down the vol¬ 
ume of money, but to raise it. It is true that from time to 
time re-coinage transactions resulted in a deliberate reduc¬ 
tion in the volume of currency. This was, however, merely 
an incidental result of the policy aiming at an improvement 
of the quality of currency by increasing its metallic content. 

The discovery that changes in the quantity of money are 
liable to affect prices is generally attributed to Jean Baudiu, 
who put forward his theory to that effect in 1568. In fact he 
was preceded by Copernicus, who in his treatise on debase¬ 
ment remarked in 1526 that money tends to depreciate 
when it becomes too abundant. It took a long time from the 
discovery of this truth before the monetary authorities came 
to adopt deliberate policies aiming at influencing the trend 
of prices by changing the volume of money. 

During the paper currency inflations of the eighteenth 
century the European Governments had to learn through 
bitter experience the effect of an increase in the volume of 
paper money on the level of prices - a lesson which Chinese 
rulers had learnt and had forgotten again and again some 
centuries earlier. They adopted policies endeavouring to 
limit the expansion of the note issue, though under the 
pressure of military requirements these limits had to be 
raised. Systematic intervention to regulate the volume of 
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currency and credit in the interest of maintaining a stable 
price level did not make its appearance until the nineteenth 
century. It has been brought to a fine art during the present 
century. The aim of such intervention to influence prices 
by regulating the quantity of money was not necessarily the 
maintenance of stability. During the thirties the declared 
policy of the United States and other countries was one of 
‘reflation’, aiming at raising the price level, in order to 
correct some of the bad eflects of the preceding slump, 
partly by deliberately increasing the volume of money. In 
much more frequent instances tlie authorities adopted a 
policy of deliberately reducing the volume of money in an 
effort to lower the price level. 

Another object monetary policy has often pursued by 
influencing the volume of money is the safeguarding of 
the balance of payments. If the price level in a country 
is too high compared with other countries, it is liable t(» 
handicap exports and stimulate imports, because foreign 
competitors at home and abroad are able to quote lower 
prices, "nic result is an adverse trade balance causing a weak 
trend of the exchange value of the currency and a decline 
of the gold or foreign exchange reserve. One of the ways in 
which this situation can be remedied is by forcing down 
the domestic price level by deflation, that is, by reducing the 
volume of money. 

Yet another object that can be pursued by means of in¬ 
fluencing the volume of money is the maintenance, increase, 
or reduction of interest rates. Relations between the level of 
interest rates and the quantity of money are, of course, re¬ 
ciprocal. The quantity of money can be influenced by rais¬ 
ing or lowering interest rates, because there is more induce¬ 
ment to borrow at low than at high rates. On the other 
hand, interest rates can be caused to rise by reducing the 
volume of money and they can be caused to fall by increas¬ 
ing monetary supplies in accordance with the law of supply 
and demand. The monetary authorities are in a position 
to decide at which end they should initiate their interven¬ 
tion. Often it is initiated simultaneously at both ends. 
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three waj-5. An increase m the volume of money temh t„ 
stimulate business activities by providin,? the means for lin- 
ancing an expansion; by encouraging production and the 
purchase of goods through caasing prices to rise; and by 
creating an atmosphere of optimism. A reduction in tlic 
volume of money tends to produce the opposite effect by 
curtailing the financial facilities available for business; by 
discouraging production and consumers’ demand as a 
result of a falling trend in prices; and by generating an 
atmosphere of pessimism. 

A policy of monetaiy expansion is one of the most effec¬ 
tive means of achieving and maintaining full employment. 
By itself it is not always capable of attaining that end. An 
increase in the volume of money available for producers and 
consumers does not necessarily mean that producers and 
consumers will take advantage of the increased facilities 
offered. In given circumstances monetary expansion has to 
be supplemented by other employment-creating devices. 
Even so, most such additional devices involve an increase 
in monetary requirements, so that they can only be carried 
out through an increase in the volume of money. Monetary 
expansion must accompany an increase of employment, 
whether as its cause or its effect. More money is required to 
finance a larger volume of employment. If the authorities 
prevent an increase in the volume of money tf> meet the 
increased requirements a scarcity of money is liable to 
develop and to cause a fall in employment. 

In mediaeval times the State authority often endeavoured 
to bring about an increase in the volume of coinage in order 
to facilitate revenue collection. This means of expanding the 
volume of money in the interests of the Treasury exists in 
modern times to an even higher degree. While during the 
Middle Ages it was in many instances possible to collect 
revenue partly in kind, this solution is inconceivable in mod¬ 
ern conditions. A policy of moderate monetary expansion is 
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found useful for ensuring an increase of taxation receipts 
without having to resort to increasing the rates of taxation. 
Treasuries may also favour from time to time an increase in 
the volume of money in order to facilitate the issue of Gov¬ 
ernment loans, or the conversion of maturing loans, or the 
funding of floating debt on favourable terms. 

The device of increasing the volume of money can be used 
effectively for a wide variety of social or political ends. It is 
possible to step up the pace of the development of the Wel¬ 
fare State provided that the Cjovernment is prepared to em¬ 
bark on monetary expansion. The same means can serve in 
a different way the ends of equalitariari social policy; an 
increase in the volume of money causes its value to depreci¬ 
ate, and this tends to level down wealth. In the political 
sphere monetary expansion is a preliminary condition of a 
rearmament drive on any substantial scale. Modern wars 
are inconceivable without monetary expansion to finance 
increased military requirements. In domestic policies it is 
possible to achieve popularity by increasing Government 
spending through creating real or fictitious prosperity by 
means of monetaiy expansion. 

Hitherto we have been dealing with the device of deter¬ 
mining the volume of money in a general way, with only cas¬ 
ual references to the type of money concerned. Until the end 
of the seventeenth century money meant in Europe almost 
exclusively coins and any monetary policy had to concern 
itself with determining the volume of coinage. Paper money 
became more or less universally adopted in Europe during 
the eighteenth century. Until the First World War notes cir¬ 
culated jointly with coins, and it was one of the most im¬ 
portant tasks of monetary policy to regulate their issue. This 
task came to be increasingly overshadowed during the nine¬ 
teenth century by the task of regulating the volume of credit. 
There are still even now a number of countries in which 
currency plays a more important part than credit. These 
include the comparatively backward countries with no 
adequately developed credit system, but also some highly- 
advanced countries such as France, with a widespread 
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habit of hoarding notes in preference to keeping bank 
accounts. On the other hand, in Britain, the United 
States, and many other countries it is the volume oi credit 
rather than that of notes - coins have disappeared from cir¬ 
culation except as token money - that matters from the 
point of view of monetary policy. In such countries the volume 
of notes is largely determined not by the authorities, but by 
the public, who draw on their bank balances if they need 
more cash and pay into their accounts any superfluous notes. 
The control of the volume of credit has come to be regarded 
in such countries as by far the most important means at the 
disposal of the monetary authorities. 

Changes in the volume of money must be related to 
changes in the requirements of the community. The same 
amount of money may be inadequate at a given moment 
and may become adequate or even excessive through 
changes in requirements. Such changes may be due to an 
increase or decrease of the population or of the territory on 
which the money is used. The size of requirements may be 
affected by changes in the scope within which money fulfils 
its functions. Any change from natural economy to money 
economy or vice versa affects requirements. So does the ex¬ 
tension or reduction of the role played by money in its vari¬ 
ous capacities. The employment of devices resulting in 
economics in the use of money or their abandonment 
materially influences requirements. 

Monetary requirements bear a close relation to the vol¬ 
ume of goods. Any increase in the volume of goods offered 
for sale calls for a corresponding increase in the quantity of 
money if the authorities wish to maintain the same degree 
of relative scarcity or abundance of money, and if they want 
to avoid a change in the price level. In given circumstances 
the maintenance of the volume of money at the same level 
may mean the creation of scarcity or abundance as a result 
of changes in the requirements due to changes in the volume 
of goods or to any of the circumstances mentioned above. 
This means that the quantity of money can be changed in 
the absolute sense by altering its actual amount or in a rc- 
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lativc sense by leaving its actual amount unchanged in face 
of changed requirements. 

The increase in the volume of money is not necessarily in¬ 
flationary. It may be due to an increased desire to hold cash, 
such as developed in the U.S.A. after the Wall Street slump, 
and after the banking crisis of 1933. The Second World War 
resulted in an increase of the cash holdings of the public in 
Britain owing to the possibility of a destruction of banks 
through air raids. Any grave uncertainty, political or eco¬ 
nomic, is liable to produce the same result. Such increase 
in the volume of money docs not in itself mean inflation. 
The cash or deposits may be held not for the purpose of 
immediate expenditure, but as a liquid form of capital. 
But the possession of relatively large liquid assets increases 
the temptation of, and opportunity for, spending, and is 
therefore a potential source of inflation. 



CHAPTER TWENTY-TWO 

The Monetary Circulation 


IN communities which have no modern banking system, or 
in which the public has not acquired the banking habit to a 
very high degree, the device of regulating the quantity of 
money is practised mainly by regulating the quantity of 
currency, that is notes, coins or such other objects as may 
serve fcM* n^onetary purposes. Originally the volume ol' 
currency was determined by factors largely outside the 
control of the State authorities. Primitive commodity curren¬ 
cies were often produced or imported on private initiative. 
Moreover, it was usually possible to switch monetary objects 
from non-monctary to monetary use or vice versa. The quan¬ 
tity of commodity-currencies was liable to become reduced 
tlirough wastage or export. In many instances, however, we 
encounter at an early stage intervention on the part of the 
State authority to determine the volume of circulating 
media. The production or import of monetary objects was 
made the monopoly of the tribal authority, or the increase 
of that quantity on private initiative was prevented by 
tribal laws or religious taboos. 

The role of the State in determining the quantity of cur¬ 
rency became particularly important with the advent of 
coinage, which in the early period of monetary history was 
usually a State monopoly. The minting of coins was the pre¬ 
rogative of kings, or of the authorities of City States, though 
coins of other States were often allowed to circulate within 
the community. Coins were minted when the authorities 
considered it necessary. During later centuries, however, 
diis monopoly became relaxed. Free coinage developed 
either by a cession of the rights of coinage to private mints, 
or at any rate by making it possible for anyone in posses¬ 
sion of monetary metals to have them coined at the Mini. 
Under such a system there could be no absolute official con- 
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trol over the quantity of new coins. Nevertheless, the State 
authority possessed various means with which to influence 
the monetary circulation. It was in a position to encourage 
or discourage the mining of monetary metals. In many 
countries this was ac lally a State monopoly. Elsewhere the 
State was in a posit *11 to forbid or stimulate the working of 
privately owned metal resources. Colonial powers were able 
to assist in the development of the mining resources in their 
colonies. They could import the stocks of precious metals 
seized in conquere territories. On the other hand, there are 
also instances of ofiicial discouragement of the mining of 
precious metals. This was done by some rulers in ancient 
Cliina, where precious metal deposits were only worked 
during periods when the Government wanted to increase 
the quantity of money. 

Another way in which the State authority sought to in¬ 
fluence the quantity of coin was by preventing the export 
of coin and of precious metals in general. In England such 
restrictions were in force from the early Plantagenct period 
right to the beginning of the nineteenth century. They will 
be dealt with in the chapter on exchange restrictions. Ac¬ 
cording to contemporary opinion they were largely ineffec¬ 
tive in preventing the outflow of monetary metals. Other 
legislative measures endeavoured to ensure that the pro¬ 
ceeds of certain exports were repatriated in the form ©f 
precious metals. 

Debasements were a very important device frequently re¬ 
sorted to by kings for the purpose of preventing a decline in 
the volume of money or securing its increase. Admittedly de¬ 
basements could also pursue other objectives such as secur¬ 
ing a revenue for the king in the form of profit on re-coinage. 
In a large proportion of instances, however, debasements 
were undertaken mainly if not exclusively for the purpose of 
checking the outflow of coins and their disappearance 
through melting down and hoarding. Whenever tlicrc was 
an adverse trade balance it resulted in a drain on the mone¬ 
tary resources of the country. The full-weighted coins were 
exported in payment for goods imported. The price of the 
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monetary metal - whether gold or silver - tended to rise 
above the official mint price, and no metals were brought 
to the mint, so that the issue of new coins came to a stand¬ 
still. As a result of debasements abroad foreign mints ofiered 
nominally higher prices for the monetary metals. There was, 
moreover, always a tendency for good coins to disappear in 
melting-pots and in hoards, leaving clipped and worn coins 
in circulation. Bad money tended to drive out good money. 

Very often the Government resorted to the remedy of 
raising the mint price of the monetary metals in order to 
check the drain, and to attract more metals to the mint both 
through import and through de-hoarding. This device was 
condemned almost universally by early writers on the sub¬ 
ject, largely on the ground that, taking a long view, debase¬ 
ments could not make much difference to the import and 
export of monetary metals which depended on the balance 
of payments in the long run. In reality debasements were 
helpful from the point of view of stimulating exports and 
discouraging imports. This was because of the inelasticity of 
domestic price levels. The lowering of the metallic value of 
the national currency was not followed immediately by a 
corresponding rise in prices. Consequently the goods of the 
country which had recently debased its currency were 
cheap for foreigners and foreign goods became relatively ex¬ 
pensive for domestic consumers. The balance of payments 
tended to improve, temporarily at any rate, until domestic 
prices had adjusted themselves to the debased value of the 
cuiTency or - what occurred much more frequently ~ until 
other countries in turn also debased their currencies. 
Throughout the Middle Ages and the centuries that fol¬ 
lowed there was a competitive debasement race. Before the 
heavy inflow of precious metals from the newly-discovered 
America during the sixteenth and seventeenth centuries, the 
declared object of this currency depreciation race was to 
participate in the international scramble for the inadequate 
stock of monetary metals. 

Measures taken by governments to increase tlie volume 
of money through the trade balance were not confined to 
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debasements. One of the main objects of the mercantilist 
policy, which remained dominant right to the second half of 
the eighteenth century, was to ensure an adequate mone¬ 
tary supply by securing a big export surplus. Even in mod¬ 
ern times right up to our days, governments which would 
emphatically disclaii pursuing mercantilist policies seek to 
secure a favourable jalance of payments for the sake of 
strengthening the gf d reserves. Although since the suspen¬ 
sion of the gold s indard the quantity of currency no 
longer depends on ,he amount of gold holdings, a decline 
of the gold reserve is liable to force the Government to adopt 
credit restrictions in order to improve the balance of pay¬ 
ments and thus to improve its gold position. 

Yet another means by which governments endeavoured 
to maintain or increase the quantity of currency was by 
attracting foreign capital. This was done to a relatively 
moderate degree until the nineteenth century, when it be¬ 
came one of the principal means for countries with adverse 
trade balances to maintain or increase their monetary stock. 
By that time it was not so much the volume of coins that 
mattered as the amount of notes that could be increased 
under the rules of metallic standards by means of importing 
monetary metal out of the proceeds of foreign loans. 

Governments sought on many occasions to remedy the 
evils of currency shortage by encouraging or confirming the 
use of substitute currencies whenever this was considered 
inevitable. The North American colonies and the West 
Indies which suffered from a particularly troublesome and 
chronic shortage of coins had tried to solve their problem 
by the monetary use of a wide variety of commodities. 
Usually the staple products of the country were adopted 
for that purpose. Although in many instances their adop¬ 
tion as currencies was spontaneous, the State authority 
usually officially recognized them sooner or later, and regu¬ 
lated their monetary use. lobacco, skins, and furs, cereals, 
pork, beef, timber, hemp, sugar, rum, cotton, etc., were 
made legal tender at one time or another in various North 
American colonies or in the West Indies. Although the use 
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of such commodity-currencies had obvious disadvantages, it 
certainly relieved the scarcity of currency which would other¬ 
wise have gravely handicapped the development of these 
countries. In many instances the volume of these commodity- 
currencies increased to an embarrassing extent as a result of 
their monetary use, and the Governments felt compelled lo 
intervene in order to curtail their production. This was done 
repeatedly and unsuccessfully in Virginia and other tobacco¬ 
growing colonies where tobacco was used as a currency. 

The most effective method by which Governments came 
to be able to determine the volume of currency after the 
beginning of the eighteenth century was the issue of paper 
money. When the Bank of England was established it began 
to operate as a bank of issue. To a large degree, however, 
the issue of paper money was confined in England before 
the Napoleonic Wars to providing a convenient substitute 
for metallic currency rather than increasing substantially 
the total volume of currency. On the other hand France, 
the United States, and other countries soon discovered un¬ 
limited possibilities of increasing the volume of money with 
the aid of the printing press. 

After some disastrous experiments in paper money in¬ 
flation the advanced countries settled down during the rela¬ 
tively stable period of the nineteenth century to systems of 
restricted note issues. Under the established practices of 
metallic standards there was a self-imposed limitation on 
the quantity of notes to be issued. The Central Banks which 
in most countries were put in charge of the note issue had 
to maintain a certain percentage of note cover in the form 
of precious metals or eligible foreign exchanges. The size of 
these reserves set a natural if elastic limit to the extent to 
which it was possible to increase the volume of currency. 
In other countries such as Britain the banks of issue were 
authorized to issue notes up to a certain fixed amount in 
excess of their metallic reserves. Within the limits set by 
these various regulations the Central Banks or the Govern¬ 
ments were in a position to pursue their monetary p)olicies 
by determining the volume of currency. 



The Monetary Circulation 2 11 

. After the adoption of paper money and before the devc* 
lopment of the modern credit system the regulation of the 
volume of notes in circulation constituted one of the most 
important devices of monetary policy. While the regulation 
of the quantity of coins throughout many centuries con¬ 
sisted mostly of efforts to increase the volume in order to 
meet requirements the regulation of the note circulation 
consisted mostly of efforts to keep down or reduce the 
volume. The temptation to over-issue was very strong ever 
since paper money was first invented. Apart altogether from 
note issues for the purpose of financing wars, there was 
always pressure cu Governments to relax the self-imposed 
limitations of note issues. Until the end of the Napoleonic 
Wai*s tliose opposed to currency inflation were fighting a 
losing battle in most countries. 

It was largely during the nineteenth century that a 
system emerged under which note issues came under auto¬ 
matic limitation. Whatever anybody may say against the 
gold standard it must be admitted that it played an impor¬ 
tant historical role in compelling Governments to discipline 
themselves in respect of the use of the printing press. The 
solution of budgetary problems by means of paper money 
inflation was too easy, much easier than debasements in 
earlier centuries. There was strong temptation to take the 
line of least resistance. The adoption of the gold standard - 
or for that matter the bimetallic standard that operated 
in the majority of countries during the greater part of the 
nineteenth century - compelled Governments to exercise a 
certain degree of self-denial in order to maintain the metallic 
standard in ojxration. Most Governments went consider¬ 
ably out of their way to avoid the suspension of the con¬ 
vertibility of their notes, and their Central Banks pursued 
cautious policies to that end. Treasuries abstained as far 
as possible from drawing on the Central Banks in time 
of peace and Central Banks kept the private sector of the 
economy permanently on short ration. 

This over-cautious attitude of most Central Banks during 
the reign of the gold standard has been subject to much 
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criticism. Beyond doubt it handicapped economic progress 
during periods when the output of gold and silver was low. 
It was also detrimental from the point of view of social wel¬ 
fare. Nevertheless, viewed from the jjerspective of history it 
must be admitted that this was a useful and necessary phase 
in the evolution of monetary policy. Owing to the novelty 
of the device of paper currency and bank-credit money it 
was essential that Governments and public opinion should 
be made to realize the need for self-restraint in the use of 
this device. It was necessary to educate mankind how to use 
paper currency and bank credit without grossly abusing 
it, and the gold standard was very useful from this point of 
view. 

The self-imposed limitations aimed at preventing exces¬ 
sive issue of notes assumed various forms. Convertibility 
into gold and /or silver was a powerful deterrent from un¬ 
limited increase of quantity. Indeed the original idea of 
paper money in Britain was that it was merely a more 
convenient medium of exchange than coins, and that notes 
issued by the Bank of England and other banks of issue 
must have full metallic cover. Then the ‘fiduciary issue’ — 
an amount by which the note issue was allowed to exceed 
the gold reserve - made its appearance. Originally very 
small, the fiduciary issue increased materially from the 
late twenties, and especially during and after the Second 
World War. From 1928 it became possible to raise the limit 
by administrative action. Increases of ;{^50 million or more 
were a frequent occurrence and hardly attracted any atten¬ 
tion. Any self-imposed limitation of the note issue has re¬ 
lative value only, since Governments with a majority in 
Parliament are always in a position to amend legislation 
and increase the ceiling of the note issue. 

Nor was the alternative system under which there had to 
be a certain jjcrcentage of metallic cover any more effective 
except during normal and stable periods. Whenever there 
was pressure in favour of raising the note issue it was always 
possible for Governments and Parliaments to set aside or 
relax the provisions regarding reserve requirements. 
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Another method by which it was sought to limit the note 
issue was through the establishment of more or less inde¬ 
pendent privately-owned Central Banks. Their relations 
with Treasuries were governed by the terms of their charter 
which was granted for a definite period and confirmed by 
Acts of Parliament. Although there were many instances 
of Central Banks resisting the Government’s demand for 
inflationary note issues, generally speaking they had been 
subservient to Treasuries. In any case many of them lost their 
legal independence after the War through nationalization. 

Beyond doubt technically and politically it is much 
easier to-day for Governments to inflate the note issues than 
it was during the nineteenth century or even during the 
inter-War period. The notes are no longer convertible into 
gold, and such reserve requirements or ceilings of note 
issues as are in force are much more elastic. Notwithstand¬ 
ing this, the evil of currency inflation as such has not 
increased, because in the meantime credit inflation has 
become the principal danger as a result of the development 
of the credit system in the financially advanced countries. 
Monetary inflation in such countries no longer assumes the 
form of Government borrowing from the Central Bank and 
putting the borrowed notes into circulation. That crude 
form of inflation has been replaced by a much more subtle 
and sophisiticated form of credit inflation to be dealt with 
in the next chapter. 

The volume of currency continues to play an important 
part as a means of monetary policy in countries which either 
do not possess a well-developed banking system or where 
the habit of keeping bank accounts is not widely adopted. 
In particular in British colonies with Currency Boards in¬ 
stead of Central Banks the size of the note issue is of the 
utmost importance from the point of view of economic 
trends. The disadvantage of that system is that the authori¬ 
ties cannot control adequately the size of the note issue. 
Notes are issued against the surrender of sterling to the 
Currency Board. They remain in circulation until demand 
for sterling by importers and others absorbs them. The 
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monetary authorities have no direct means of neutralizing 

an excessive increase or decrease of the note issue. 

In countries with a well-developed deposit banking system 
the size of the note issue is a passive rather than an active 
factor. An increase of the note issue is usually the effect rather 
than the cause of the rise in prices or of the expansion of 
business activity. In possession of large bank deposits the 
private sector of the economy is always in a position to 
satisfy its increased requirements of notes by drawing on 
these depasits. Conversely, whenever the note issue is in 
excess of requirements the surplus automatically finds its 
way back into the banks and increases the size of the depos¬ 
its. If the monetary authorities wish to stimulate trade 
by increasing the volume of money they do so usually by 
causing an expansion credit rather than by increasing their 
note issue. Conversely if they want to discourage an infla¬ 
tionary rise of prices or a speculative boom, their means 
to that end is a curtailment of the volume of credit and not 
a cut in the note issue. 

Nevcrtlieless, situations are apt to arise which call for in¬ 
tervention in the sphere of the note circulation. In a number 
of Continental countries the note circulation increased con¬ 
siderably during the Second World War and continued to 
increase after it. As a drastic deflationary measure a number 
of Governments decreed the exchange or stamping of the 
notes, and blocked a large percentage of the notes sur¬ 
rendered, or retained it in the form of a levy or a com¬ 
pulsory loan. Such mopping-up operations were necessary 
to correct a currency inflation which would otherwise have 
caused much diSiculty. Generally speaking, however, regu¬ 
lation of the note issue plays a secondary part in advanced 
countries among the means with which monetary authorities 
seek to control trends. While it still represents an important 
proportion of the liquid resources of the community the 
monetary authorities find it more convenient to concentrate 
on the regulation of the volume of credit on the assumption 
that the note issue automatically adjusts itself to changes 
brought about by credit restrictions or expansions. 
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Even so, the importance of the amount of currency should 
not be underrated. It is a very useful index showing the 
general trend. Although the authorities do not as a rule 
initiate a change in the volume of money by increasing 
or reducing the note issue, the figures of the note issue 
indicate whether or not such action is called for. They 
also show whether the Government’s action has been 
successful. 



CHAPTER TWENTY-THREE 


The Volume of Credit 


In modern communities determination of the volume of 
credit plays such an important part among the means of 
monetary policy that many people when wri ting about mone¬ 
tary policy can think only in terms of official intervention 
to expand, maintain, or restrict credit. Yet, althougli regu¬ 
lation of the volume of credit played some part in monetary 
policy in earlier centuries, until modern times the possi¬ 
bilities of increasing or decreasing the volume of money by 
means of expanding or contracting bank credits were 
limited. Banking consisted largely of re-lending the moneys 
represented by the coins left with the banLs on deposit. 
Facilities to increase the volume of credit beyond that of 
the coins on deposit w^ere limited. Indeed, since the owners 
of these coins were in a position to withdraw their deposits 
their bankers had to retain a fairly high percentage of cash 
reserve in order to meet such withdrawals. There had been 
early instances of modern banking credit, but as a general 
rule all that the banker had done in earlier periods of 
banking history was to lend part of the coins whose owner 
temporarily relinquished their use. 

The system under which it is possible to create large 
quantities of money through the operation of bank credits 
and deposits is a modern development. It owes its existence 
to two fundamental changes. One is the increased confi¬ 
dence of the public in the banks, as a result of which the 
latter need not keep more than a small fraction of their 
assets in the form of cash. Before banks became strong and 
confidence-inspiring they had to keep a large proportion of 
their assets in a liquid form in order to be able to meet any 
possible sudden withdrawals. As and when confidence in 
their solvency and liquidity increased, they were able gradu¬ 
ally to lend a larger and larger proportion of their resources 
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and to reduce the proportion of their liquid reserves without 
running undue risks. Moreover, as the banks grew bigger it 
became increasingly evident that insolvency of any one of 
them was liable to produce a run on other banks with 
disastrous consequences. For this reason there was an in¬ 
creasing degree of co-opciation between banks and also be¬ 
tween the banks and the monetary authorities. Thanks to 
such co-operation it became safer to reduce the ratio of cash 
icserve, because banks could reasonably rely on being sup¬ 
ported by other banks or by the authorities in case of sudden 
heavy withdrawals of deposits. As a result of all these in¬ 
fluences the banks are now in a position to lend or invest 
amounts many times larger than their own capital and 
reserves or their cash holdings. 

The other change that has contributed to the develop¬ 
ment of the modern credit system with its capacity to expand 
the volume of money is the widespread adoption of the 
practice of keeping banking accounts. So long as the num¬ 
ber of firms or individuals who possess banking accounts 
was relatively small the power of banks to create additional 
money was limited. The larger part of the money they had 
lent was withdrawn in the form of notes which did not 
find their way back to banks so that they could not be 
re-lent to other borrowers. It was only as and when most 
members of the business community and a fair proportion 
of private individuals came to possess bank accounts that 
the banks acquired their present remarkable power of add¬ 
ing to the total volume of money. 

In countries such as France where the banking habit is 
not so widespread much of the proceeds of a bank loan is 
liable to be hoarded and the notes do not find their way 
back to the bank. In Britain, on the other hand, even if the 
recipients of the payments made through a bank credit do 
not themselves possess bank accounts, the money sooner or 
later — usually sooner - finds its way to someone with a 
bank account. Before the notes issued to some recipient 
without account change hands many times, most of them 
are paid to someone who pays them into a bank account. 
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They thus become once more available for re-lending. 
This is the explanation of the development of the process 
aptly described by Whittlesey in his Readings in Money and 
Banking as ‘one of the marvels of a complex financial 
society What happens is that the amounts lent by banks 
return to them again and again in the form of additional 
deposits and become available for being lent again and 
again. The fact that the proceeds of a bank loan need not 
necessarily return to the same bank makes no dilfercnce so 
long as the banking system as a whole gets it. 

Moreover, in many countries it is the practice of banks 
that, when they grant an overdraft to a customer, they 
credit his account with its amount. The overdraft immedi¬ 
ately assumes the form of an additional deposit even before 
it is spent. 

From the foregoing it might appear that banks have un¬ 
limited power to increase the volume of credit. This would 
be so in the absence of any rule that a certain proportion 
of deposits has to be kept in a liquid form. Even though 
the proportion is now smaller than it was in the past, the 
necessity of observing the rules tends to handicap banks in 
expanding credit. If as a result of credit expansion the total 
volume of deposits increases while the amount of total casli 
is unaffected, the ratio of cash to deposits declines. Although 
in Britain as in many other countries there is no statutory 
limit below which the cash ratio of banks is not allowed to 
decline, in practice the British banks regard eight per cent as 
the minimum. This means that banks are in a position to 
extend credit until the increase of their deposits is about 
twelve-and-a-half times the amount of their cash, the latter 
item including also their balances with the Bank of England. 
Although eight per cent is the conventional minimum for 
practical purposes it is also the approximate maximum. For 
it is to the interest of the banks to employ profitably the 
largest possible proportion of their resources and to keep 
down their idle cash reserves to the lowest possible figure 
compatible with the recognized rules of liquidity. They 
adhere therefore very closely to the traditional cash ratio 
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which in their experience is sufficient to meet any with¬ 
drawals that may reasonably be expected to occur at short 
notice. As a result of this practice there is a tendency for 
tlie volume of bank credits to fluctuate in sympathy with 
the bank cash. 

It is because of these characteristics of tlie system that the 
monetary authorities have in practice a very close control 
over the volume of credit. For they are in a position to in¬ 
crease or lower at will the amount of the total cash reserves 
of the banking system, thereby causing a rise or fall in the 
total volume of bank credits and bank deposits. 

Under the gold standard the banks’ cash reserves were 
liable to fluctuations that were not initiated by the mone¬ 
tary authorities. An inflow of g(3kl increased the volume of 
i)ank cash and an outflow reduced it. Central Banking 
under that system consisted largely of influencing gold 
movements and the volume of credit by means of raising 
and lowering the Bank Rate, thereby discouraging or en¬ 
couraging the demand for credit. Until comparatively 
recently direct intervention of the monetary authorities 
to regulate the volume of credit through determining the 
volume of bank casli played a relatively subordinate part. 
The Bank Rale was the principal instrument with the aid 
of which Central Banks .sought to cause an expansion or 
contraction of credit. They increased or reduced re-dis- 
counting and other lending facilities to supplement their 
Bank Rate policy. Generally speaking, however, they en¬ 
deavoured to achieve their end largely through the psycho¬ 
logical effect of the Bank Rate changes. Official intervention 
to control the volume of credit was rather vague and in¬ 
direct under that system. The authorities engaged from time 
to time in open market operations, but it is only during the 
last thirty years or so that the system of direct and more 
precise control of the volume of credit has developed. 

The main causes of the development of direct credit con¬ 
trol may be summarized as follows: 

(i) International monetary and economic instability fol¬ 
lowed the First World War. The degree of equilibrium that 



220 How Money is Managed 

existed before 1914 was never restored for any length of 
time after 1918, During the twenties, when some form of 
gold standard operated in a large number of countries, 
gold reserves and foreign exchange reserves which served 
as the basis of the credit structure were exposed to sudden 
and substantial fluctuations. Under the old system this 
would have led to very considerable contractions and ex¬ 
pansions of credit, causing sharp falls and rises of tlie price 
level and of employment. It was considered necessary, 
therefore, to adopt a managed form of gold standard under 
which the effects of the fluctuations on the metallic reserve 
on the volume of credit were largely offset. 

(2) Simultaneously with this change and not uncon¬ 
nected with it, monetary science made considerable pro¬ 
gress. A new generation of Central Bankers and Treasury 
officials was both able and willing to depart from the auto¬ 
matic system practised by their predecessors. Although 
their progress towards the adoption of scientific monetary 
management was not so rapid as radical monetary re¬ 
formers such as Keynes would have liked it to be, never¬ 
theless, viewed from the perspective of history, it must now 
be regarded as having been almost revolutionary. 

(3) The suspension of the gold standard in most countries 
during the thirties removed the link between the volume of 
metallic reserve and that of credit. It became necessary for 
the monetary authorities to elaborate new practices with 
which to determine the volume of credit instead of leaving 
it to the free play of natural trends. 

(4) From the thirties onwards monetary policy came to 
pursue to an increasing degree broader economic and social 
ends calling for low and stable interest rates. To that end 
it became necessary for the monetary authorities to take 
an active hand in determining the supply of credit as a 
means for maintaining interest rates at the desired level. 

One of the older devices that has been used more ex¬ 
tensively since the War is the fixing of a rediscount ceiling by 
which the extent to which the banks can automatically draw 
upon the facilities of the Central Bank is limited. This device 
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was applied in France, where, in October 1948, a rediscount 
ccilinj:; was established for each commercial bank in addi¬ 
tion to the overall maximum fixed for the banking system as 
a whole. Once a bank exhausted its limit it was not granted 
any further rediscount facilities by the Bank of France. This 
measure was not so severe, however, as may appear at first 
sight. The ceiling was fixed at something like 20 per cent 
above the actual figures of rediscounts at the time of its im- 
])osition. Moreover, the ceiling was repeatedly increased as 
and when the volume of rediscounts approached it. Above 
all, certain types of Ijills were exempted from the ceiling, and 
this provided a loophc.ie through which the attempted credit 
restriction was circunivciited. 

In CJermany, too, a ceiling was introduced, not to redis¬ 
count facilities but to the total of acceptance credits the 
})anks were allowed to grant. The amount fixed in October, 
1950, was reduced by 10 per cent in the following month. 
Denmark was another country which adopted a rediscount 
ceiling at the time of the Korean War. In 1951 Germany 
introduced drastic regulations limiting overall commercial 
bank credits and compelling commercial banks to reduce 
the amount of credits within three months in accordance 
with quotas fixed by the Government. A variant of this 
device was applied in some countries in the form of fixing 
statutory ratios between the liabilities and liquid assets of 
the banks or between their liabilities and their capital 
resources. 

In respect of statutory reserve requirements the United 
States adopted an elaborate system which played a promin¬ 
ent part in American monetary policy for the last thirty 
years. Member banks of the Federal Reserve System are rc- 
ejuired to hold on deposit with the Federal Reserve Banks 
a percentage of their deposits. The Federal Reserve Board 
is authorized to change, within prescribed limits, the per¬ 
centage of these requirements. In order to restrict credit the 
Federal Reserve Board raises the percentage of Reserve re¬ 
quirements and it takes the opposite course when it con¬ 
siders it expedient to expand credit. 
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The example of the United States was followed by South 
Africa, New Zealand, India, and some Latin American 
countries before the Second World War. Indeed in recent 
years statutory authority for Central Banks to fix and change 
reserve requirements has become a widely adopted feature 
in new Central Bank legislation. Belgium, Sweden, and West¬ 
ern Germany arc among the countries that adopted the 
system after the War. The original idea behind the system 
was to safeguard the interests of depositoi*s. Subsequently il 
was discovered lliat the power to adjust reserve require¬ 
ments constitutes a very effective means of m{)iietar\ policy 
because it was liable to influence the volume oferedit. It was 
used extensively by a number of countries during the infla¬ 
tion that followed the outbreak of the Korean War. In the 
United States its use has long become a matter of normal 
routine. 

In India all banks have to maintain minimum reserves 
with the Central Bank. In many countries the reserves may 
assume the form of Government securities lield on deposit 
with the Central Bank. In some countries the device takes 
the form of making it compulsory for banks to hold addi¬ 
tional reserves against increases of their deposits. This sys¬ 
tem was adopted in Australia in 1941. Commercial banks 
have to maintain a certain proportion of their new assets 
on special account with the Commonwealth Bank. During 
the War almost the total of increases over 1939 had to be 
deposited with the Commonwealth Bank, but after the War 
the proportion was reduced to 45 per cent, only to be in¬ 
creased again to 60 after the outbreak of the Korean War. 
Similar measures were adopted by France, Italy, the Nether¬ 
lands, and some Latin-Amcrican countries. 

In addition to these various measures afiecting the total 
volume of credit many countries employed devices limiting 
credits for specific purposes. We propose to deal with these 
devices in a later chapter. 

By far the most important means for regulating the 
volume of credit is direct intervention to increase or re¬ 
duce the amount of cash in the hands of banks, by means of 
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official operations in Government securities. These opera¬ 
tions are usually known under the name of open market 
policy, even though they do not necessarily assume the form 
of buying or selling of Government securities in the open 
market on official account. As wc shall see in the chapter 
dealing with Treasury operations, the management of the 
public debt provides Treasuries with the opportunity for in¬ 
creasing or reducing the volume of publicly-held Govern¬ 
ment securities by the timing of the issues and maturities. 
If this is not sufficient to achieve the desired end of expand¬ 
ing or restricting credit it can be supplemented by open 
market operations ^jroper. Central Banks can buy or sell 
Government securities in order to bring about the desired 
change in the volume of credit. Any purchase of Govern¬ 
ment securities by the authorities places additional money 
in the hands of the private sector of the national economy, 
increases the amount of the banks’ cash reserves, and en¬ 
ables the jjanks to expand credit to an amount that is a 
multiple of that increase. Any sale ol‘Government securities 
by the authorities withdraws money from the private sector 
of the national economy. It reduces the amount of the 
banks’ cash rcsci^vcs and enforces a contraction of credit 
amounting to a multiple of the amounts involved in the sale. 

In addition to this highly powerful weapon the United 
States Government is in a position to adjust the volume of 
bank cash with the aid of a very simple device - that of 
changing the N^olume of its deposits held in commercial 
banks. This device docs not exist in Britain. It is true that 
the commercial banks are used as channels for collection 
and remittance of funds by the Revenue Departments, and 
the spending Departments keep accounts with these banks 
where the Bank of England has no branches. Large amounts 
are always in the pipeline, but they simply serve the con¬ 
venience of the Departments concerned. It is not the British 
practice to adjust these amounts in accordance with con¬ 
siderations of monetary policy. On the contrary, between 
1940 and 1951 the reverse of this device was applied 
in Britain. Under the system of Treasury Deposits the 
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commercial banks were compelled to surrender to the auth¬ 
orities each week an amount prescribed by the Treasury. 
With the aid of this dev^ice the Treasury was in a position to 
adjust the volume of bank cash. It involved a high degree of 
compulsion, and it was abandoned by the Conservative 
Government soon after assuming office in 1951. Indeed even 
the Socialist Government had intended to abandon it in 
due course. 

We have seen above that Treasuries and Central Banks 
possess very extensive powers for determining the volume of 
credit. This does not necessarily mean that they always make 
full use of their powers. For v^arious reasons they may think 
it expedient to relinquish the initiative for determining the 
volume of credit systematically and confine themselves to 
intervening for special purposes only. For instance the rigid 
pursuit of a policy of cheap money meant that, for the 
sake of keeping interest rates stabilized at a low level, the 
authorities automatically provided any amount of money 
that was needed in order to avoid a tightening of credit con¬ 
ditions. If for no matter what reason credit requirements 
increased in the London market during the period between 
the outbreak of the Second World War and November, 
1951, the additional financial resources were automatically 
provided by the authorities in order to avoid an increase of 
Treasury Bill rates above the level at which the official 
policy wanted it to remain. 

Another way in which the authorities can relinquish the 
initiative is by the issue of Government Loans which arc 
*on tap’, that is, to which the public can subscribe at any 
time, and the total of which is not fixed. Such issues in 
Britain are the Savings Certificates and Defence Bonds. It 
is true that if the amount subscribed mops up too much or 
too little of credit resources, the authorities are in a position 
to adjust the situation through increasing or reducing the 
weekly amounts of Treasury Bills issued by tenders or 
through open market operations, or by other means at their 
disposal. 

By pursuing the end of maintaining short-term interest 
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rates at a fixed level the authorities relinquish the scientific 
device of adjusting the volume of money in accordance with 
the requirements of stability. If the agents acting on be¬ 
half of the Government are always prepared to buy Govern¬ 
ment securities at a more or less fixed price this enables 
the banks to increase their cash reserves by turning into 
cash “ ‘monetizing’ is the technical term - their Treasury 
Bills and other Gov'crnment securities. In the absence of 
Government interv^ention if banks or other private holders 
want to sell Government securities they have to find private 
buyers who are willing to buy at a price, and the money 
paid for the securities merely changes hands between private 
holders without affecting the total amount of bank cash. If, 
however, the Government agent appeal's on the market each 
time there are no private buyers at the level fixed by the 
Government, then the volume of bank cash is liable to in- 
c'.rease whenever there is no private demand for the securi¬ 
ties at the officially fixed price. Conversely if banks or other 
private holders want to buy Government securities and are 
unable to find a seller willing to sell at the officially pegged 
price, then the authorities must provide a counterpart if 
they want to prevent an appreciation of their securities. The 
result of such operations is that some of the bank cash is 
mopped up. 

What is important to bear in mind is that if the Govern¬ 
ment is determined to maintain Treasury Bill rates or the 
prices of Government securities at a pegged level, the 
v^olumc of hank cash is liable to change on the initiative of 
the banks. T’hey can always increase their cash rescue if 
they want to expand credit by selling some securities to the 
official buyer. 

In order to be able to determine the volume of credit the 
authorities have to renounce their ambition of maintaining 
bill rates or the prices of Government securities rigidly 
pegged. If these rales and ju'ices arc allowed to fluctuate 
then there is no need for the authorities to buy or sell se¬ 
curities unless they want to influence the volume of bank 
cash in order to determine the volume of credit. 

H 



226 How Money is Managed 

It would be a mistake to imagine, however, that even in 
such circumstances their power to determine the volume of 
credit is unlimited. They are in a position to extend the 
maximum limit of credit facilities, but whether the actual 
volume of credit conforms to their policy depends not only 
on the willingness and ability of lenders to lend but also on 
the willingness of borrowers to borrow. The experience of 
the thirties when the United States and many other coun¬ 
tries found that it was impossible to bring about the desired 
degree of monetary expansion made the monetary authori¬ 
ties realize the limitation of their power to regulate the 
volume of credit. Neither producers nor consumers are 
likely to avail themselves of the facilities placed at their dis¬ 
posal if rightly or wrongly they expect a decline of prices or 
a business depression. In such situations the only way in 
which the authorities are in a position to expand credit is 
through deficit financing. This method will be dealt with 
in a later chapter. 

In theoiy there is no limit to the powers of the monctai y 
authorities to enforce a contraction of credit. In practice, 
however, unduly sharp contraction is liable to produce 
grave financial, economic, social, and political consequences. 
A stage is likely to be reached at which the authorities may 
feel compelled to check or reverse their policy no matter 
how firmly they are convinced that a further contraction of 
credit is necessary. 



CHAPTER TWENTY-FOUR 


Selective Credit Control 


Credit control may be general or selective according to 
whether the authorities confine themselves to determining 
the total volume of credit or discriminate between various 
categories of borrowers. Until recently general credit control 
was all but universally in operation. One of its main disad¬ 
vantages is that it tends to affect indiscriminately all sec¬ 
tions of the national economy in so far as they depend on 
credit. If the monetary authorities, by reducing the volume 
of bank cash, compel the banking system to curtail sub¬ 
stantially the total volume of credit, all categories of bor¬ 
rowers arc liable to be affected irrespective of whether or 
not the specific conditions in their particular sphere call for 
any credit reductions. If the monetary authorities bring 
about a general expansion of credit it is liable to stimulate 
not only those industries which are in need of encourage¬ 
ment but also those which are over-trading and should be 
discouraged rather than encouraged. 

This defect of indiscriminate general credit control has 
long been realized and has often been denounced as one of 
the weakest spots of the orthodox monetary system with 
which it had been associated. To some extent the disadvant¬ 
ages were mitigated by informal ollicial advice given to the 
banks about their attitude towards particular types of loans. 
Such advice was usually followed to a considerable extent by 
most banks even in the absence of statutory powers to en¬ 
force it. There was a long way to go, however, from this 
informal system to the system of selective credit control 
which appeared after the Second World War. 

During the War it was of vital importance to all l>el- 
ligercnt countries that industrial resources should be re¬ 
served for the production of war materials and of essential 
civilian goods. The operation of extensive physical controls 
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made it unnecessary for banks to discourage the production 
of superfluous goods with the aid of a discriminatory credit 
control. The system of rationing and allocations was a more 
elfcclive way of influencing production and consumption 
than ev^en the most advanced system of selective credit con¬ 
trol could possibly claim to be. After all, producers and 
consumers have financial resources of their own, with the 
aid of which they are in a position to engage in production 
or purchases disapproved of by the authorities even if no 
credits arc granted to them for such purposes. It was after 
the War, as and when physical controls were removed, that 
the need for the more extensive selective credit control be¬ 
came evident. In 1945 when the Bank of England was 
nationalized, the Treasury was giv^en power to issue direc¬ 
tions to the banks through the intermediary of the Bank of 
England. These powers have not been used, however, to any 
noteworthy extent for enforcing selective credit controls. 
From time to time the banks were requested to discriminate 
in favour of or against certain categories of credits. In par¬ 
ticular they were requested from 1951 onward to discrimi¬ 
nate in favour of credits for rearmament and export trade, 
and to increase such credits in spite of the reduction of the 
total volume of credit due to the general policy of credit 
restrictions. 

A type of selective credit control which was frequently 
resorted to even before the War in most countries w^as 
pressure on the banks to abstain from granting credits for 
speculative purposes. In Britain in 1945, immediately after 
the end of the War in Europe, the banks were requested to 
abstain from granting large credits for financing specula¬ 
tive buying, and also for the satisfaction of personal needs 
and for financing holdings of securities or of commodity 
stocks. When Sir Stafford Cripps became Chancellor of the 
Exchequer in 1947 he caused the Bank of England to re¬ 
quest the banks to discourage loans for the purchase of real 
property and not to expand credits for financing instalment 
buying of consumer goods. When pressure on sterling deve¬ 
loped in 1949 the banks were requested to curtail credits in 



Selective Credit Control 229 

general but to make exceptions in favour of those producing 
goods for export to ‘hard currency’ markets or producers 
of goods which would otherwise have to be imported from 
‘hard currency’ countries, 

Britain is particularly well placed for the application of 
such selective controls owing to tlie fact that most of her 
banking activities is concentrated in the hands of a very 
small number of big banks with very well established tra¬ 
ditions of co-operation with the Bank of England. In addi¬ 
tion Britain possesses a well-established institution for the 
purpose of enforcing effective credit control. The Capital 
Issues Committee was created some years before the War 
for the purpose of controlling public issues on the London 
market. Under the chairmanship of Lord Kennet it suc¬ 
ceeded in creating one of the lew watertight controls in 
existence. After the War its sphere was extended from public 
issues to bank loans in excess of ^50,000. The banks have 
to submit any such loans for approval to the Capital Issues 
Committee, which is thus in a position to exercise a very 
advanced form of selective credit control, even though 
loans of smaller amounts remain outside its scope. 

Selective credit control was applied in a high degree in 
the United States after the War. In particular selling on the 
instalment system is subject there to far-reaching discrimi¬ 
natory control. The percentage of initial payments is fixed 
for each trade and also for real property deals. By changing 
that percentage the Government is in a position to in¬ 
fluence the volume of transactions. The length of the period 
over which deferred payments can be allowed is also subject 
to statutory regulations. Similar measures were adopted in 
a less advanced form in Britain as a result of the sterling 
crisis in 1951. 

France introduced in 1947 a rule under which commer¬ 
cial banks were to discriminate against borrowers who were 
expected to be able to raise the necessary funds through 
increased sales efforts, through liquidating excessive stocks, 
through using the owners’ personal financial resources or 
by making public issues. This system has proved to be 
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largely ineffective, as there are many ways in which the 

rule can be circumvented. 

In Australia, New Zealand, and Canada bank loans for 
the purpose of capital expenditure are officially discouraged 
in order to compel potential borrowers to raise the necessary 
funds in tlie capital market. 

Selective credit control need not necessarily assume the 
form of a ban on unwanted types of operations or a dis¬ 
crimination in favour of types enjoying priority. In Belgium 
the National Bank applies differential rediscount rates 
according to the type of the transaction financed by the 
Bills presented for rediscount. Its rules of eligibility for re¬ 
discount also take into account a list of priorities. During 
periods of adverse balance of payments the rediscount rates 
for bills financing imports can be raised above those for 
bills financing exports. Conversely, when there is an export 
surplus this practice can be reversed. 

As a general rule selective credit controls are not estab¬ 
lished in detail by legislation. They are usually adopted in 
broad outline and are adjusted by means of informal 
agreements between the authorities and the banks. In 
countries where commercial banks arc nationalized selec¬ 
tive credit control is of course on an official basis. In some 
other countries, too, the Central Banks have statutory 
authority to determine the purposes for which loans can 
be granted. They have no power, however, to discriminate 
in favour of or against individual borrowers. Such countries 
include Australia, New Zealand, India, the Philippines, and 
some Latin American countries. 

Selective credit control constitutes a means of monetary 
policy in so far as it affects the total volume of money. 
The distribution of credit resources within the various cate¬ 
gories is a matter of credit policy rather than monetary 
policy, unless the steps taken aim at influencing the mone¬ 
tary situation. In most instances of post-war selective credit 
control the aim was to reduce or keep down the grand total 
by means of discriminating against what were considered 
unessential or less essential types of credit. 
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Another widely accepted purpose for which selective 
credit control was applied was to discourage excessive con¬ 
sumers’ demand. Such control serves a monetary end in 
that it tends to moderate inflationary buying pressure. It 
has been an idea of long standing to seek to control business 
trends by encouraging or discouraging instalment buying. 
During periods when the purchasing power in consumers’ 
hands is already excessive it is considered inexpedient to 
encourage them to use their future earnings in advance for 
immediate purchases. On the other hand, during pericxis 
when trade is handicapped by deficiency of consumers’ 
purchasing power it can be lisefully supplemented by facili¬ 
tating the spending in advance of future earnings with the 
aid of deferred payments arrangements. Regulation of the 
terms of the instalment system therefore constitutes a highly 
serviceable means of monetary policy. The same end can 
be achieved not only by prescribing the terms on which in¬ 
dustrial and commercial firms may sell on the instalment 
system, but also by inducing the banks to limit or expand 
the amount of credits made available for that purpose. The 
difficulty about this latter method is that it is not easy for 
banks to ascertain the extent to which loans granted to 
merchants or manufacturers are used for financing instal¬ 
ment buying. And even if some form of watertight control 
could be devised there would be nothing to prevent bor¬ 
rowers from diverting their other resources to the financing 
of instalment business, thanks to bank loans for other pur¬ 
poses which would release those resources. 

Discrimination affecting credits for financing capital in¬ 
vestment also constitutes a useful means of monetary policy. 
Thanks to Keynes the important role played by the extent 
of capital investment in the monetary situation is now gen¬ 
erally realized, and the need for regulating the volume of 
capital investment as a means for influencing monetary 
trends has become a normal part of monetary policy. The 
immediate effect of diverting financial and physical re¬ 
sources towards the erection of factories is that less is pro¬ 
duced for immediate consumption. The prices of consumer 
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goods tend to increase or their decline is checked or slowed 
down. Guts in capital investments tend to produce the oppo¬ 
site effect. Capital investment is of course largely financed 
out of capital resources rather than bank credits. It can be 
financed either out of the capital and undistributed profits 
of the firms concerned or by means of public issues, or 
borrowing on mortgage from non-banking sources. Selec¬ 
tive credit control in this sphere cannot claim to be compre¬ 
hensive so long as it is confined to banking loans. While pub¬ 
lic issues arc subject to control, smaller loans by insurance 
companies, building societies, trust funds, etc., are outside 
the scope of monetary policy in most countries. 

Yet another direction in which selective credit control 
constitutes a means of monetary policy is in its effect on 
the balance of payments. A persistent import or export surplus 
is liable to affect the monetary position and it calls for official 
intervention. One way in which the foreign exchange can 
be strengthened is by discriminating in favour of export 
industries in the allocation of credit or in rediscounting 
facilities. We saw above that this is done in several countries. 

It is essential to realize the limitations of the influence of 
a selective credit control as a monetary device, in so far as 
it consists of diverting credit expansion into specific spheres. 
It is necessary to bear in mind that the purchasing power 
represented by the additional credits granted for specific 
purposes does not vanish into thin air once the money is 
spent for those purposes. Recipients of the money are in a 
position to spend it once more. Even though part of it is 
taken away in taxation or disappears from circulation 
through hoarding or through the acquisition of newly- 
issued Government Loans, part of it is bound to be spent 
again and again. Each time it is spent it tends to produce 
the same effect on the monetary situation as it did when it 
was spent the first time. This is what is called the ‘multi¬ 
plier effect’, the total of which is probably several times the 
effect of the original transaction. After the first transaction 
the authorities have no longer any control over the purpose 
for which the additional purchasing power is used. 
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It is because of this limitation of the effect of selective 
credit controls that indiscriminate quantitative credit con¬ 
trols cannot be dispensed with. If the authorities are anxious 
to avoid inflation they cannot give banks a free hand to 
lend to industries which need encouragement unless at 
the same time the grand total of credit is subject to limita¬ 
tion. I'hcy may find that the purchasing power originating 
from credits granted for specific approved purposes may work 
its way round into demand of an entirely unwanted character. 
Nothing short of quantitative restrictions could safeguard 
against such demand. For this reason it is a mistake to 
imagine that general restrictions are an old-fashioned de¬ 
vice which is liable to be superseded completely by more 
scientific methods of selective restriction. The two methods 
should complete each other. 

Selective credit control can play an important part in a 
policy aiming at an insulation of loans to the Government 
from loans to the private sector of the national economy. 
Owing to the large size of the public debt most Govern¬ 
ments arc reluctant to raise interest rates in order to dis¬ 
courage over-trading or a rising trend of prices. Dear money 
is a costly device from the taxpayer’s point of view. Thanks 
to the device of insulation, however, it is possible to some 
extent to safeguard the public debt against having to bear 
the full burden of an increase of interest rates. About this 
more will be said in Chapter 27. 



CHAPTER TWENTY-FIVE 

Influencing Interest Rates 


From the dawn of history the State authority has been 
concerned with the level of interest rates. The policy of cheap 
money was not invented by Keynes; it is almost as old as 
the monetary system itself. 'JHlirouglioiit the ages tribal laws, 
religious laws, and more advanced legislation have tried 
to set a limit to interest rates. There were such attempts in 
the Code of Hammurabi and in other ancient codes of law. 
The ancient Jews went so far as to forbid altogether the 
charging of interest on loans. The same principle is also 
found in the Koran and many strict Mohammed at is observe 
it to this day. Many ecclesiastical writers come out strongly 
against the charging of interest, or at any rate against usury. 

The enforcement of cheap money by means of anti-usury 
laws was never very effective. Its circumvention was the 
rule and its observance the exception. In Babylonia the sta¬ 
tutory rate was a modest twenty per cent, but according to 
Woolley it was usual to charge twenty-five per cent on 
loans in silver and thirty-tlu-ce and one third per cent on 
loans in grain. In backward countries even in our days 
interest is quoted per month or even per day, because the 
figure of the annual rate would be too staggering. Writers 
on money from Aristotle onwards condemned usury. St 
Tliomas Aquinas laid down the maxim that ‘ money breeds 
no money’ in support of his arguments against usury. Not¬ 
withstanding the severity of penalties, interest rates re¬ 
mained most of the time above the legal maximum, under 
the influence of the almost perpetual scarcity of money. 

The State authority took it on itself from time to time to 
fight high money rates by means other than those of the 
largely ineffective anti-usury laws. For example in the Ro¬ 
man Empire Antoninus Pius and Alexander Severus re¬ 
duced interest rates by lending public money on mortgage. 
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Although economic considerations must have influenced 
the efforts to lower interest rates, these were inspired first 
and foremost by social and p)olitical considerations. Mea¬ 
sures against high interest rates may be considered to fall 
within our definition of monetary policy even if their object 
is not to expand currency or stimulate trade, but to allay 
the misery and discontent of the debtor classes. 

It was only quite recently that intervention to influence 
interest rales has become a means of monetary policy in the 
more restricted sense of the term. Modern Central Bank¬ 
ing did not develop until the nineteenth century. With 
it developed the Bank Rate policy which was for over a 
hundred years - and according to many economists still is - 
by far the most important weapon at the disposal of State 
authorities in the monetar^^ spliere. It is a curious fact worth 
remembering that the first move towards adopting that 
weapon in Britain was the repeal of the anti-usury laws. 

Beyond doubt the Bank Rate has played a most impor¬ 
tant part over a long period in the economic life of all 
modern countries. It largely determined the whole structure 
of interest rates, especially those on short-term loans. Mone¬ 
tary policy in the popular sense of the term is concerned 
mainly with short-term interest rates such as discount rates, 
rates on day-to-day loans, on bank advances, deposits, etc. 
There is usually a fairly definite relationship between all 
these rates and the rate at which the Central Bank is pre¬ 
pared to re-discount bills discounted by banks. This relation¬ 
ship however differs considerably according to whether a 
country is rich or poor in financial resources. In countries 
which possess well-established money markets the interest 
rates quoted in the open market are always below the Bank 
Rate, even though rates charged on bank loans are above it. 
In financially poor countries on the other hand the Bank 
Rate is not the maximum but the minimum rate for all 
types of interest rates. Since the Central Bank is only pre¬ 
pared to satisfy a fraction of the total credit requirements 
the bulk of it has to be satisfied at rates higher than those 
charged by the Central Bank. However this may be, what 
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matters from the point of view of the use of the Bank Rate 
as a means of monetary policy is that the level of interest 
rates in general can be moved up or down by means of 
changing the Bank Rate. 

The conception underlying a Bank Rate policy is that 
high interest rates tend to discourage borrowing while low 
interest rates tend to encourage it. Consequently by raising 
or lowering the Bank Rate the authorities are in a position 
to cause an increase or a decrease in the quantity of money. 
A higher Bank Rate tends to induce would-be borrowers to 
abstain from borrowing and debtors to repay their out¬ 
standing loans. It also tends to induce lenders to be more 
cautious in granting further loans, and even to call in exist¬ 
ing loans, because of the possibility of a furtJier rise of in¬ 
terest rates and of commercial diflicultics arising from higli 
interest rates. With tlie aid of high interest rates the authori¬ 
ties can discourage new enterprise or the expansion of exist¬ 
ing enterprise, because high interest raters increase both cost 
and risk attached to business activities. I'hc mere gesture of 
an increase of the Bank Rate tends to produce a psychologi¬ 
cal effect which at times is quite out of proportion to its 
actual material effect. 

Another way in which the authorities can make them¬ 
selves felt with the aid of the Bank Rate is through its effect 
on holders of stocks of commodities or manufactures. A high 
Bank Rate raises the interest charges on loans with the aid 
of which such stocks are carried. For this reason their 
holders may become more inclined to sell at a lower price 
rather than carry the stocks and pay high interest rates over 
a prolonged period. This, together with the decline of 
spending by producers and consumers, tends to cause a fall 
in prices. 

Conversely a reduction of the Bank Rate, by bringing 
about an all-round reduction of interest rates, tends to en¬ 
courage firms and individuals to borrow; it tends to stimu¬ 
late new ventures and the accumulation of stocks of raw 
materials or finished products. Consequently it tends to in¬ 
crease business activity and to raise prices. This effect of the 



Influencing Interest Rates 237 

Bank Rate is not so dependable, however, as its effect in 
the opposite sense. The powers of the authorities to bring 
about an expansion of business activities through low inter¬ 
est rates are not nearly as effective as their powers to reduce 
business activity by means of high interest rates. Even the 
latter powers cannot be depended upon absolutely. ITie 
Bank Rate may have to be raised to a very high level before 
it breaks a boom. And in a runaway inflation, such as the 
(ierman inflation of 1923, even a ninety per cent Bank Rate 
is useless. Situations arc apt to arise in which the Bank Rate, 
in Older that it should produce the desired eifect, has to be 
raised to a crisis level, with disastrous consequences. 

Hitherto we have only been dealing with the effects of 
the intervention of the authorities in the sphere of interest 
rates on the internal economy. Its international effects arc, 
however, equally important. I’he authorities may raise the 
Bank Rate not only f<n’ the purpose of restricting credit but 
also for the purpose of attracting money from abroad. In an 
international monetary centre such as London the use of 
the Bank Rate for that purpose is apt to be very effective in 
normal conditions. Higher interest rates tend to induce over¬ 
seas banks and others to transfer their money to London in 
order to take advantage of the higher yield. British banks 
and other British residents with liquid funds abroad may 
decide to repatriate their money. At the same time foreign 
debtors may hasten to repay their short-term debts in pre¬ 
ference to renewing them at such high interest rates. I'his 
was what happened in August 1914 when the Bank Rate 
was raised to ten per cent at the outbreak of the War and 
there was a wholesale repayment of credits by foreign 
debtors. A lowering of the Bank Rate tends of course to pro¬ 
duce the opposite effect. 

By means of influencing the international flow of funds 
with the aid of Bank Rate changes the authorities were in a 
position under the gold standard to influence international 
gold movements. By raising the Bank Rate they created a 
demand for sterling, which appreciated in the foreign ex¬ 
change market to the point at which it became profitable 
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to ship gold to London. Conversely a reduction of the Bank 
Rate tended to cause an outflow of funds and the resulting 
selling pressure on sterling tended to depreciate its exchange 
value to a level at which it became profitable to withdraw 
gold from the Bank of England and sell it abroad. By means 
of raising or lowering the Bank Rate the authorities were 
thus in a position to raise or lower their gold reserve. This 
in turn expanded or curtailed the volume of money, for 
during the days of the automatic gold standard the amount 
of currency and credit was determined by the size of the 
gold reserve. 

It was not until the managed gold standard was adopted 
during the twenties that it became possible for the authori¬ 
ties to secure an increase or a reduction in the volume of 
money to some extent independently to the size of tlieir gold 
I'cserve. During the thirties the quantity of money ceased to 
depend on the size of the gold reserve. Even in countries 
such as the United States where in theory the credit struc¬ 
ture continued to be based on gold, in practice it is possible 
to alter the volume of credit independently of the amount 
of the gold reserve through enacting changes in the reserve 
requirements which the banks have to observe. In the 
United Kingdom the credit structure was detached from its 
gold basis in the twenties when the authorities were em¬ 
powered to increase or reduce the ‘fiduciary issue’. When 
there was an unwanted outflow of gold and the Bank of 
England did not wish to raise the Bank Rate it advised the 
Government to raise the fiduciary issue, so that the same 
amount of gold could serve as a basis for a large amount of 
money. 

As a result of these changes the Bank Rate weapon 
ceased to be essential for the purpose of bringing about 
changes in the size of the metallic reserve for the sake of 
preparing the way for an expansion or a contraction of 
credit. The change was distinctly for the better. For the 
dependence of the level of interest rates and of the domestic 
credit structure on the caprices of international gold move¬ 
ments was a weak spot of the monetary system. 
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One of the sources of the difnculties had been tlie conflict 
that was liable to arise between the use of the Bank Rate 
weapon for internal and international purposes. On some 
occasions the authorities considered it advisable to raise the 
Bank Rate in order to discouraije a boom in domestic 
trade. By raising tlie Bank Rate, however, they tended to 
attract gold from abroad with the result that they created 
a possibility of a credit expansion which tended to defeat 
the original object of the high Bank Rate. Likewise, their 
efforts to counteract a trade depression with the aid of a 
low Bank Rate were apt to become frustrated, because 
a reduction of the Bank Rate tended to cause an outflow 
of gold and a contraction of credit at a moment when the 
authorities were anxious to encourage an expansion of credit 
by means of cheap money. 

What was even worse, the authorities were often forced 
to raise the Bank Rate even though conditions in domestic 
trade called for cheap money, in order to check an un¬ 
wanted outflow of gold due to some international cause. 
This was what happened for instance in 1929 when the out¬ 
flow of capitJil attracted to the United States by the Wall 
Street boom reduced the British gold reserve. The Bank of 
Jingland felt impelled under the old rules of the gold 
standard to raise the Bank Rate to the crisis level of six j>er 
cent to check the outflow, even though the depressed state 
of British trade called for a low Bank Rate. It is well to 
recall such anomalies now that in face of the totally dif¬ 
ferent kinds of difficulties of the present many people arc 
inclined to idealize the past. 

Another purpose for which Bank Rate changes arc used 
is to influence the trade balance. A high Bank Rate, by 
causing a decline of domestic consumption and of prices, 
tends to stimulate exports and to discourage imports. As a 
result of its effect on the trade balance it tends to bring 
about in due course an inflow of gold in addition to the 
inflow caused by its effect on the movements of funds re¬ 
ferred to above. Conversely a reduction of the Bank Rate, 
by causing domestic consumption to expand and prices to 
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rise, tends to discourage exports and encourage imports 
leading to an outflow of gold. It takes some time, however, 
Ijcfore these effects are produced, and they are only produced 
as and when the Bank Rate chang(‘s affect the price level 
in the desired sense. 

Many economists regard the Bank Rate as the ideal 
weapon with the aid of which to mitigate booms and 
slumps. Indeed according to Hawtrey, booms and slumps 
could be eliminated altogether if only the authorities re¬ 
sorted to the necessary Bank Rate changes in good time and 
to a sufficient degree. Even those who deny that the Bank 
Rate is in a position to control the business cycle readily 
admit that it is an effective weapon against unsound specu¬ 
lative fever and overtrading. 

The authorities had no unlimited power to determine 
the level of interest rates during the period of the automatic 
gold standard. Their hand was very often forced by influ¬ 
ences which they were unable to control. If the discount 
market got it into its head that there was a likelihood of an 
increase of the Bank Rate the market rate of discount was 
apt to rise to the level of the Bank Rale and the Central 
Bank was forced to raise the Bank Rate. During a period of 
prolonged cheap money due to lack of demand for credit 
the market rates of interest werq apt to lose touch with the 
Bank Rate which then became entirely ineffective. Under 
the new system of managed inconvertible currencies the 
authorities are much more influential in determining 
interest rates than they had ever been under the gold 
standard. 

Thanks to their new techniques the authorities are in a 
position to change the volume of credit without having 
to change the level of interest rates. They can ‘peg’ interest 
rates through open market operations. This does not mean 
that supply and demand in the money markets are now 
subordinated to the official policy. The Government can 
determine the limit of the volume of currency and credit 
but it cannot determine the extent to which borrowers are 
willing to borrow. Admittedly the Government has the 
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power to maintain interest rates at an artificially low level 
by bringing about a credit expansion that satisfies all the 
demand for credit at the prevailing low interest rates. 
This was actually done in Britain throughout the War right 
up to 1951. In order to maintain Treasury Bill rates at the 
level chosen by the monetary authorities, the official agents 
were prepared to buy at the official rate unlimited amounts 
of Treasury Bills offered for sale. In doing so, however, the 
authorities expanded the volume of money, thereby render¬ 
ing themselves largely responsible for post-War inflation. 

While technically the authorities possess the means with 
the aid of which they can maintain interest rates at a desired 
level, in practice they have to balance the advantages de¬ 
rived from this policy with the disadvantages of inflation. 
A stage may be reached - as indeed it was reached botli in 
Britain and in the United States ~ at which the authorities 
arrive at the conclusion that it is not worth their while to 
maintain cheap money at such a high cost. 

Hitherto wc have been dealing with monetary policy as it 
concerns short-term rates of interest. The authorities liave 
also to intervene, however, to influence long-term rates of 
interest. This form of intervention is very old because Treas¬ 
uries always tried to manipulate the markets with the 
object of bringing down or keeping down interest rates at 
which they could borrow. It is only recently, however, that 
efforts to lower or keep down long-term interest rates have 
come to be regarded as forming part of the Government’s 
monetary policy as distinct from debt management policy. 
The prolonged maintenance of low short-term rates of 
interest naturally tends to influence long-term rates in the 
same sense, even though the two markets can be indepen¬ 
dent of each other to a large extent. During the War most 
belligerent Governments were able to borrow at relatively 
low rates because they maintained money in plentiful 
supply. After the War the Governments in Britain, the 
United States, and other countries continued to pursue a 
policy of low long-term interest rates by means of artificially 
bolstering up the market in Government Loans. This time 
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the main object was not to secure cheap rates for their own 
loan operations. Although that consideration played a part 
in the formulation of their policy, the main object was to 
keep money cheap for the requirements of trade for the sake 
of encouraging capital investment. Ihe Treasuries confined 
tlicir intervention to supporting the market in their own 
issues, but indirectly this resulted in a rise in other sections 
of the Stock Exchange. Owing to the very low yield on 
Government Loans investors were inclined to switch over to 
industrial and other securities and the prices of these rose 
in sympathy with that of Government Loans. 

Intervention to check unsound Stock Exchange booms 
has come to be considered to form part of the duties of the 
monetary authorities. The Bank Rate was used on many 
occasions for that purpose, not only because its increase is a 
gesture of warning against undue optimism but also because 
it raises the interest charges on loans with which speculative 
purchases of the securities arc financed. During periods of 
boom, however, a slight increase in interest charges is in 
itself not sufficient to deter most speculators from carrying 
their speculative positions with the aid of borrowed money. 
A six per cent interest rate costs only half per cent per 
month, and even its increase to one per cent per month 
would add very slightly to the cost and risk of a promising 
speculative operation in stocks or in commodities. Specula¬ 
tion on the Stock Exchange or in commodity markets can 
be discouraged not so much through an increase of interest 
rates as by a curtailment of the money of amount available 
for that purpose. 

What is true about the limitation of the influence of 
interest rates on Stock Exchange speculation and on specu¬ 
lation in commodities is also true, though to a less extent, 
concerning loans for industrial and commercial purposes. 
If rightly or wrongly the trade takes the view that prices 
will continue to rise, then a slight increase in interest 
charges is not likely to discourage business activity financed 
with borrowed money. In particular, firms with a quick 
turnover can afford to disregard higher interest rates. If 
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they have reason to assume that the transactions financed 
with bank loans liquidate themselves in three months, then 
an increase of interest cha-rges by two per cent per annum 
will only reduce their profit by half per cent. In their case, 
as in the case of Stock Exchange loans, dear money is apt 
to be inefl’ective unless it is supplemented by credit restric¬ 
tions. It would be unwise to assume that high interest rates 
necessarily reduce the volume of credit to the desired ex¬ 
tent. So long as there is a rising tendency of prices and the 
business outlook appears to be favourable, the large majo¬ 
rity of borrowers will be willing to pay the higher interest 
rates. Indeed in a sellers’ market it is usually possible to add 
the interest charges to the prices of the goods, so that dear 
money, instead of bringing down prices, may even contri¬ 
bute to some slight extent to their increase. 

Another consideration which has to be borne in mind is 
that in a period of very high taxation such as has existed in 
Britain since the Second World War, the deterrent effect 
of high interest rates is lessened by the fact that interest 
charges are allowable as expenses for the purposes of taxa¬ 
tion. Those firms which are unable to add the higher interest 
charges to the prices of their goods may be comforted by the 
thought that a very large part of the additional cost will be 
borne by the Treasury. 

While the lessons of the thirties have shown that cheap 
money is not all-powerful in bringing about a trade recovery 
and a rise in prices, the lessons of the fifties have proved the 
limitations of dear money in correcting excessive business 
expansion and consumption and in reversing the rising 
trend in prices. Nevertheless, it would be a mistake to under¬ 
estimate the importance of the Bank Rate among the means 
of monetary policy. The realization of its limitations 
should not be regarded as an argument against its use, but 
merely against its exclusive and isolated use and against 
excessive reliance on it. Employed in conjunction with other 
devices the increase or reduction of interest rates can be very- 
helpful and even indispensable for the achievement of the 
aims of monetary policy. 



CHAPTER TWENTY-SIX 


Budgetary Means 


The deliberate and systematic use of the Budget in the 
service of monetary policy is of very recent origin. It began 
during the thirties and gave rise to a variety of new policies 
and techniques which continued to develop after the Second 
World War. Until the thirties Budgetary weapons of mone¬ 
tary policy were almost entirely unknown. Yet from the 
earliest period of the evolution of State authority, public 
finance has played an overwhelmingly important part in 
the economies of most communities. Indeed at a primitive 
stage payments made to and by the tribal authority consti¬ 
tuted the bulk of monetary turnover. Trading between 
tribesmen was based mostly on natural economy. A stan¬ 
dardized means of payment arose very frequently from the 
need to pay tribute and fines to the tribal authority, which 
in turn rewarded those who served it by payment in the 
same standardized objects. 

During a more advanced period taxation and expendi¬ 
ture decisions had very often a strong incidental bearing on 
monetary policy without actually serving as its instrument. 
Rulers were frequently confronted by the dilemma whether 
to raise taxation or spend less, or alternatively to cover 
their financial requirements out of profits on the debase¬ 
ment of the coinage. In some instances at any rate princes 
and their advisers preferred to refrain from embarking on 
a war rather than debase the currency. In other instances 
Parliament granted supplies on the condition that the king 
did not tamper with currency. During a more recent 
period Napoleon insisted on pursuing a highly orthodox 
fiscal policy to avoid currency inflation, as a reaction from 
the disastrous monetary experience of France during the 
Revolution. 

The nineteenth century provided many instances, in 
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Latin America and elsewhere, of Budgetary deficits leading 
to currency depreciation. Most countries with inflated cur¬ 
rencies appeared to make no conscious effort to try to safe¬ 
guard the currency by means of sound Budgetary policies. 
The currency depreciations were attributed mostly to the 
adverse balance of payments, and borrowing abroad was 
regarded as tlie obvious remedy. Those responsible for the 
monetary policies of the countries concerned were - or pre¬ 
tended to be - entirely oblivious of the connexion between 
Budgetary deficit and adverse trade balance. It was not 
until the inter-VVar period that the close connexion be¬ 
tween a sound Budget and sound currency came to be 
widely realized. The financial reconstruction schemes elab¬ 
orated under the auspices of the League of Nations insisted 
on balanced Budgets as a means of ensuring the success of 
monetary stabilizations. The principle was rather vague, 
however. It was not until the thirties that Budgetary mani¬ 
pulations came to be widely adopted as a means of mone¬ 
tary policy - presumably because in the then prevailing 
conditions the use of the Budgetary weapon for monetary 
purposes meant unbalancing the Budgets instead of bal¬ 
ancing them. The new policy, far from involving sacrifices, 
meant taking the line of least resistance. It became con¬ 
venient, therefore, for Governments to believe in the con¬ 
nexion between the Budget and the monetary situation. 

The nineteenth century idea of a sound Budgetary 
policy was that its aim must be simply to keep down ex¬ 
penditure, cover it with the aid of taxation, and, if possible, 
produce a revenue surplus for the gradual reduction of 
the public debt. When in the reconstruction schemes of the 
twenties balanced Budgets were insisted upon, this was 
done primarily with the object of inspiring confidence in 
the stability of currencies that had become discredited by 
advanced inflation. The same spirit inspired the Draconian 
measures adopted in Britain during the crisis of 1931. The 
newly-formed National Government endeavoured to restore 
confidence in sterling by drastic cuts in expenditure and 
heavy additional taxation. The material effect of these 
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measures was bound to be a sharp contraction in the volume 
of money, which was bound to accentuate the prevailing 
economic depression. Indeed, unemployment rose to new 
record figures during the months that followed the adoption 
of the Budgetary measures. Nevertheless, it was rightly con¬ 
sidered preferable at that time to restore the morale of the 
country by inspiring confidence in sterling rather than to 
adopt measures to stimulate trade by meaas of a monetary 
expansion which would have accentuated the prevailing 
distrust in sterling. 

The strength of the case for supplementing conventional 
measures of monetary policy by Budgetary measures came 
to be realized during the thirties, as a result of the evidence 
showing that the conventional measures were largely in¬ 
effective in the prevailing conditions. One country after 
another tried in vain to bring about a trade revival with the 
aid of the time-honoured device of ‘cheap money*. It was 
found that low interest rates signally failed to induce pro¬ 
ducers and consumers to borrow and spend, llie need for 
direct Government intervention to stimulate trade by 
means of public expenditure came to be realized in many 
countries. 

The idea was not altogether new. It was advocated from 
various quarters during the early post-war period and 
throughout the twenties. The suggestion that the Govern¬ 
ment could and should spend its way back to prosperity 
came to be associated witli Lloyd George, whose election 
programme in 1929, endorsed by Keynes, advocated large- 
scale public works as a means for overcoming the pcremiial 
trade depression. Long before his manifesto appeared, how¬ 
ever, the idea was strongly pressed on him without effect 
when he was Prime Minister. Harold Nicolson’s biography 
of George V contains the text of a letter written by the King*s 
private secretary, Lord Stamfordham, in 1921, urging 
Lloyd George to embark on public works to relieve unem¬ 
ployment. In 1923 in the United States one of the conclu¬ 
sions arrived at at the President’s Conference on Unem¬ 
ployment was that public works should be curtailed in 
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booms and expanded in depressions. The recommendation 
was forgotten, however, during the years of prosperity in 
the late twenties. 

President Roosevelt was the first to apply the new policy 
on an extensive scale. One of the basic principles of the 
New Deal policy was large-scale Gk)vernment expenditure, 
not only on public works but also to subsidize farmei'S and 
various classes of consumers in order to expand their pur¬ 
chasing power. This was done in the United States on an 
unprecedented scale between 1933 and the f)utbreak of the 
Second World War. These measures constituted measures 
of monetary policy because directly or indirectly they 
brought about a monetary expansion. Apart from creating 
additional demand as and when the Government was 
spending in excess of its revenue, the amounts thus spent 
were rc-spent again and again by their recipients, so that 
the additional demand created by unbalancing the Budget 
was in the long run a multiple of the actual amount in¬ 
volved. 

Keynes provided theoretical foundations for the new 
policy by putting forward his theory on the relation be¬ 
tween saving and investment. The substance of this theory 
is that, if the amount of saving by the public is in excess of 
the amount spent on capital expenditure the demand for 
goods tends to fall short of supply. This means trade de¬ 
pression and unemployment. 'Fhc remedy advocated is to 
increase capital investment through larger public expendi¬ 
ture on capital investment. 

Tlie execution of the new policy meant a deliberate un¬ 
balancing of the Budget. This was in direct contradiction 
to the traditional fiscal policy under which a Budgetary 
deficit is something wlxich must be fought at all costs and 
tolerated only as matter of unavoidable necessity. This 
conception was not discarded altogether. Most of those 
favouring the new policy did not advocate a non-stop rise 
in the public debt through a perennial Budgetary deficit, 
'rhe idea was that over a period of years Budgetary sur¬ 
pluses and deficits should offset each other. Budgetary 
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policy should aim at deficits during years of depression aud 

surpluses during years of boom. 

jDuring the thirties the Swedish Government announced 
that it had abandoned the idea of balancing the Budget in 
each financial year and that it would aim henceforth at 
balancing it over the entire period of a business cycle. This 
principle was later adopted by Congressional Committees 
in the United States and also by the British White Paper on 
Employment Policy issued by the Coalition Government in 
1944. 'This document rejected the idea of‘a rigid policy of 
balancing the Budget each year regardless of the state of 
trade \ The Chancellor of the Exchequer was to take into 
account the requirements of trade and employment in 
framing his annual Budget. At the same time the Wliite 
Paper emphasized that the Government did not contem¬ 
plate any departure from the principle that the Budget 
must be balanced over a longer period. Dealing with prac¬ 
tical details the White Paper suggested that capital expendi¬ 
ture by the Government, wliich in the past had generally 
followed the same trend as private capital expenditure - it 
was reduced during depressions and increased during 
booms - should in the future be adjusted so as to correct 
excessive tendencies in private capital expenditure instead 
of accentuating them. It should be increased when private 
investment is declining and should be reduced when private 
investment is excessive. Another suggestion was that the 
Government and the local authorities as large purchasers of 
certain types of consumer goods should vary the volume of 
their orders according to the general state of trade. Finally 
it was suggested that the rates of contribution to the pro¬ 
posed National Insurance Scheme should be adjusted so as 
to be high during periods of boom and low during periods 
of depression, even though the expenditure under such a 
scheme on unemployment benefits is apt to be high during 
periods of depression and low during periods of boom. 

The new monetary policy bears the marks of the one¬ 
sided influence of the prolonged depression of the inter-war 
period. Although its advocates sometimes paid lip-service to 
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the use of their devices also as a means to resist booms and 
inflations, they primarily envisaged its use as a means to 
expand purchasing power and stimulate trade during a de¬ 
pression. With the advent of the Second World War the 
problem to be faced was, however, one of moderating the 
inevitable inflation that accompanied it. There could be no 
question of applying Budgetary methods to counteract the in¬ 
flationary trends. Owing to the heavy cost of a modern war, 
all belligerent countries, and even many neutral countries, 
had to unbalance their Budgets to an unprecedented degree. 
It was assumed, however, that at the end of the war history 
would repeat itself and that the world would experience 
once more a post-war slump similar to that of the early 
’twenties. The White Pajjer on Employment Policy envis¬ 
aged a two-way monetary policy in which the Budgetary 
weapon was to play a prominent part both as a defence 
against booms and as a cure for depressions, but most people 
expected it to be applied primarily against a post-war slump. 

After the war the first Socialist Chancellor of the Ex¬ 
chequer, Dr Dalton, declared it to be the Government’s 
policy that the Budget should be balanced not in each 
financial year, but over a period of years. Amidst the con¬ 
ditions prevailing immediately after the cessation of hos¬ 
tilities this policy was merely making virtue of necessity. 
It was impossible to balance the Budget for a time. The 
Budget remained unbalanced not from considerations of 
monetary policy, but because abnormal military expendi¬ 
ture was still running at a high figure. Nevertheless, the ease 
wntli which expenditure that was not unavoidable was au¬ 
thorized—Dr Dalton candidly admitted that he authorized 
it 'with a song in his heart’ - formed part and parcel of the 
Government’s expansionary monetary policy. 

When in 1947 Sir Stafford Gripps succeeded Dr Dalton 
he adopted a policy of Budgetary disinflation. By that time 
the Budget came to be balanced, thanks to high taxation. 
The vicious spiral of inflation was proceeding, however, not 
through Budgetary deficits, but through over-full employ¬ 
ment and the rapid extension of social services. Sir Stafford 
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Cripps hoped to break this vicious spiral by mopping up 
surplus purchasing power with the aid of an excess of rev¬ 
enue over expenditure. His policy was largely ineffective, 
however, because in spite of Budgetary disinflation, inflation 
was kept going by means of credit expansion and of an in¬ 
crease of consumers’ purchasing power through rising wages 
and social service benefits. This situation became further 
aggravated during Mr Gaitskell’s Chancellorship through a 
rise in world commodity prices. In any event, from 1951 
onward it would not have been practicable to use the Bud¬ 
getary device for disinflationary purposes, because the grow¬ 
ing cost of rearmament became a major factor in the shaping 
of Budgets. Whatever purchasing j>ower was mojjped up 
with the aid of Budgetary surpluses was promptly released 
as a result of the increase in the volume of credit brought 
about by continuous intervention to support Treasury Bills. 

Since the application of Budgetary devices in monetary 
policy is of recent origin, its full implications and details 
have not yet been worked out. According to an over-simpli¬ 
fied view the monetary situation can be governed simply by 
producing a Budgetary surplus or deficit of the required 
size. In reality it makes a considerable difference whether 
a surplus is achieved through an increase of taxation or 
through a reduction of expenditure, and whether a deficit is 
created through an increase of expenditure or ihrougli a 
reduction of taxation. It stands to reason that during a 
period of trade depression an increase of purchasing power 
through tax reductions is not likely to produce the desired 
results because most producers and consumers are not in¬ 
clined to employ their additional purchasing power. The 
right way of unbalancing the Budget in such circumstances 
is through an increase of public expenditure. Conversely, 
during a period of boom or inflation it would be a mistaken 
policy to create a Budgetary surplus by means of high taxa¬ 
tion. Owing to the rising trend of prices a large proportion 
of taxpayers, whether individuals or firms, are in a position 
to pass on the burden of higher taxes by securing higher and 
yet higher wages or prices. The correct Budgetary method 
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of resisting inflation in such circumstances is to create a 
Budgetary surplus by means of reducing expenditure- This 
was not done in Britain either under the Socialist Govern¬ 
ment or under the Conservative Government that succeeded 
it- During the post-war period from 1947 onward there was 
a rising trend of expenditure covered by an almost uninter¬ 
rupted increase of the yield of taxation that was due to the 
inflationary increase of the national income. 

Differentiation between employing the Budgetary weapon 
tlu-ough the revenue side or the expenditure side is a step in 
the right direction. But it does not go far enough. A policy 
of using the Budget for monetary purposes must discriminate 
also according to the nature of the changes in revenue or ex¬ 
penditure. llie monetary effect f)f an increase or reduction 
of revenue or expenditure varies according to the type of 
revenue or expenditure increased or reduced. It would be a 
mistake to try to fight inflation with the aid of high taxation 
alone. But it is both practicable and in given circumstances 
advantageous to use certain types of taxation for discourag¬ 
ing certain types of spending. Tlie use of Purchase Tax for 
the discouragement of spending on luxuries may be prompted 
by economic and social motives; at tlie same time it is an 
anti-inflationary device because it lends to moderate wages 
demands. The taxation of company profits and the prohibi¬ 
tive rate of surtax and death duties in Britain pursued a simi¬ 
lar combined purpose. There is, of course, another side to 
it. A case can be made against almost any tax on the ground 
that in given circumstances it tends to cause a rise in prices. 

In respect of expenditure we pointed out earlier that it 
can serve primarily as a stimulus to production if it assumes 
the form of public works or primarily as a stimulus to con¬ 
sumption if it increases the purchasing power of large 
classes of consumers. The difference is not so marked, how¬ 
ever, as some Keynesians would like us to believe. For the 
multiplier effect of the additional purchasing power will 
not be confined to the original purpose of the expenditure. 
Money spent on public works is liable to be respent by its 
recipients on consumer goods, while purchasing power 
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created in order to stimulate consumers’ demand may find 

its way into capital expenditure. 

The use of the Budget for the purposes of monetary policy 
has its disadvantages and limitations. Those who believe 
that it could or should replace conventional methods of 
monetary policy take an unduly one-sided and unrealistic 
view. For one thing, both changes in taxation and changes 
in expenditure are clumsy and cumbersome devices. The 
Budget cannot be revised at frequent intervals. The legisla¬ 
tive machinery that has to be set into motion is complicated 
and slow. As a general rule there can only be one Budget 
each year, and even in exceptional circumstances there are 
never more than two Budgets. Yet the monetary situation is 
liable to change suddenly and its changes are liable to call 
for urgent measures. It would be unwise to await the next 
Budget to counteract monetary trends whicli could easily be 
handled during their early stages, but whicli might get out 
of control if allowed to proceed for months. In addition 
to the time taken by the adoption of legislative measures 
needed for Budgetary changes, it usually takes further 
months before these measures can be actually applied and 
produce their full effect on the monetary situation. On the 
revenue side frequent changes of taxation have considerable 
disadvantages. On the expenditure side the volume of public 
works cannot always be easily adapted to the changing re¬ 
quirements of monetary policy. Certain kinds of public 
works have to go on in boom and slump alike. They cannot 
be arrested as soon as this appears necessary from the mone¬ 
tary point of view without incurring grave capital losses. 
Nor can they be initiated or resumed at a moment’s notice. 
Roads cannot be neglected altogether during booms in order 
to be able to spend more on them during slumps. 

It seems that the Budgetary weapon is only suitable for 
use against long-range movements which are liable to pro¬ 
ceed for a considerable time, so that delay in the necessary 
adjustment of the revenue or expenditure would not matter 
in the long run. Pending the application of Budgetary de¬ 
vices and during the time-lag between their application and 
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their effect, the authorities have to depend on other devices 
to cope with the situation. 

One of the reasons for the unpopularity among many eco¬ 
nomists of the Budgetary devices of monetary policy is that 
their use has reinforced the supremacy of Treasuries over 
Central Banks. Ever since the First World War the influence 
of Treasuries has been gaining ground. The development of 
the use of Budgetary devices in monetary policy further in¬ 
creased the relative importance of Treasuries, not only as 
the authorities determining the ends and means of monetary 
policy, but also as the executing hands of monetary policy 
decisions. Everybody has to realize that it is impossible to 
put the clock back, and that the supremacy of Treasuries 
in the planning and execution of monetary policy is firmly 
established. 'EJiis was due not only to the realization of the 
potentialities of the Budgetary device, but also to the in¬ 
creased importance of the part played in the monetary situ¬ 
ation by the management of the greatly increased public 
debts. About this more will be said in the next chapter. 



CHAPTER TWENTY-SEVEN 


Treasury Operations 


'liiE monetary trend is liable to be influenced by Treasury 
operations to a considerable degree. We saw in Chapter 
23 that the volume of money tends to expand or contract 
according to the amount of Government securities bought 
by the authorities from the private sector of the national 
economy or sold to them by that sector. We saw that, 
when the Government sells securities to the banks, the 
cash reserve of the latter becomes reduced correspondingly, 
while the sale of securities by the banks to the authorities 
increases the amount of bank cash. If the securities arc 
sold to non-banking buyers their purchasing power is re¬ 
duced, and in so far as payment is made out of the bank 
deposits the amount of bank cash is also reduced. Con¬ 
versely if non-banking sellers cash their maturing Govern¬ 
ment securities or rc-sell them to the Government, their 
purchasing power increases and their additional bank de¬ 
posits tend to increase bank cash. 

This factor has a considerable importance in modem con¬ 
ditions owing to the almost uninterrupted rise of the public 
debt in most countries. Although borrowing by the State 
authority is a very ancient practice, its relative importance 
from the point of view of the monetary situation remained 
small so long as the loans were provided by a few wealthy 
bankers and the totals involved were moderate even allow¬ 
ing for the diflerence in conditions. In Britain it was not 
until the end of the seventeenth century that a public debt 
in the modem sense began to develop. Until then the public 
debt was considered to be the king’s personal debt, and any 
king who died without having redeemed his loans was criti¬ 
cized for his improvidence. It was during the eighteenth 
century that the public debt came to be regarded as some¬ 
thing permanent and its obligations came to be held widely 
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by the public. Its amount remained relatively small until 
the Napoleonic Wars, and even during the greater part of 
the nineteenth century it was not sufficiently large for Trea¬ 
sury operations to play systematically a decisive part in the 
monetary sphere. 

The sharp increase in the public debt during the two 
World Wars has brought about a far-reaching change in the 
monetary system. In Britain, Government stocks, bonds, and 
bills now represent a very large proportion ol the assets held 
by the private sector of the national economy. Capital move¬ 
ments between the Treasury and the private sector arc liable 
to be substantial and tend to affect the volume of money 
considerably. I’he same is true of many other countries 
also. Mr Snyder, Secretary of the United States Ireasury 
in the Truman administration, in his evidence before the 
Joint Congressional Committee on Monetary Credit and 
Fiscal Policies, remarked in 1949 that the public debt is 
now interwoven with the financial structure of the entire 
economy. The importance of its management from the point 
of view of monetary policy is due not only to tite increase of 
its size, but also to the broadening of its ownership. In Brit¬ 
ain there are millions of holders of Savings Certificates, and 
their attitude, like that of holders of other Government 
securities, can react on the monetary situation. 

The Treasury’s role in influencing the monetary situation 
through its attitude towards the puldic debt is manifold. In 
die first place, it is the Treasury’s duty to pursue policies 
aiming at maintaining public confidence in Government 
loans. This is, of coui'se in accordance with the Treasury’s 
own interests from the point of view of being able to borrow 
easily and at relatively low rates and to convert or renew 
maturing debts on relatively favourable terms. At the 
same time, Iiowever, it is of the utmost importance from 
the point of view of monetary stability dial the Treasury 
should do its utmost to uphold confidence in Government 
loans. For large-scale non-renewal of maturing loans or 
withdrawal of loaiLS subject to termination at the holders’ 
will is liable to produce strong inflationary effects. During 
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periods when it is inevitable that there should be a Budge¬ 
tary deficit it is the Treasury’s task to ensure that the pur¬ 
chasing power created by excess of Government expenditun* 
over revenue is mopped up through loan operations. It is 
important that there should not be too long a time-lag be¬ 
tween the creation of additional purchasing power through 
deficits and its mopping-up through loans. We saw in an 
earlier chapter tliat when additional purchasing power is 
created its repeated use is apt to multiply its effect. It is im¬ 
portant therefore that Treasuries should mop up the addi¬ 
tional purchasing power l:>eforc it has been exercised too 
many times. 

Nor is it a matter of indifference from tiie point of view 
of the monetary situation in what form the Treasury issues 
its loans to cover deficits. If they assume the form of short¬ 
term Treasury Bills they do not directly affect consumers’ 
purchasing power. Marketable long-term securities are 
better from this point of view, but not nearly so good as non- 
marketable securities such as Savings Bonds or Savings Cer¬ 
tificates. The latter are the ideal medium through which 
purchasing power inflation can be mopped up, provided 
that confidence in tlie Government’s credit is maintained. 
Any wave of distrust is liable to induce holders to cash tlieir 
Savings Certificates, thereby recovering the purchasing 
power they had temporarily relinquished in favour of the 
Government. While the sale of marketable bonds and stocks 
by one investor to anotlier does not affect the volume of 
purchasing power, if it causes a slump in the price of Gov¬ 
ernment loans the Treasury may feel impelled to intervene 
in order to safeguard the Government credit by buying up 
the bonds offered by private holders. In doing so it increases 
tlie purchasing power of the private section of the national 
economy. 

The extent to which a wave of distrust in the Government’s 
credit is liable to affect the monetary situation was illas- 
trated by a letter by Mr William McC. Martin, Jr, Acting 
Secretary of the United States Treasury, to the Chairman 
of the Committee on Banking and Currency of the Senate 
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Sit of the reSaablc Government securities 

into cash, the increase in bank deposits and nottt ' 

enough to reduce the gold reserve belovj the legal mvmraum. 

The Treasury is in a position to influence the monetary 
trend by means of a deliberate policy in the sphere of its 
debt management. The imp)ortance of this factor is realized 
in the United States to a larger extent than in Britain. In 
1952 the Joint Congressional Committee on the Economic 
Report published in two volumes a report on monetary 
policy and the management of the public debt which con¬ 
tains a wealth of information bearing on the subject. There 
has been no corresponding official publication in Britain. 
Both the Macmillan Report and the Wfiitc Paper on Em- 
j^loyment Policy ignore the subject. According to the Ameri¬ 
can Report, there is evidence that from early days United 
States Treasury officials were thinking about Treasury 
finance in relation to the money market as a whole. In 1793 
in a Report to Congress on loans, Alexander Hamilton said 
til at one reason for the timing of Government purchases of 
Government bonds was that ‘during the winter in this 
country there is always a scarcity of money in the towns.’ 
In 1857 Secretary Cobb supplied additional funds to the 
market by purchasing Government bonds from the public. 
This was done on frequent subsequent occasions and the 
Treasury’s powers were used equally frequently also in the 
opjxisite direction. 

With the emergence of the Federal Reserve System the 
Open Market Committee of the Federal Reserve Board de¬ 
veloped the policy of systematic intervention to regulate tlie 
volume of credit by means of buying or selling Government 
securities. This policy has already been dealt with earlier. 
Between the wars the Bank of England developed a some¬ 
what similar policy. By buying or selling Treasury Bills it 
expanded or reduced tlie volume of bank credit. 

The Treasury is in a position to influence the volume of 
Government securities held by the public with the aid of 
devices other than open market operations. It can time its 
I 
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new issues and repayments in accordance with the view it 
takes of the need for increasing or lowering the volume of 
money. In Britain the amount of Treasuiy Bills oflfcrcd 
through the weekly tenders compared with the amount 
maturing during the same week largely influences the vol¬ 
ume of credit. During the War this device was reinforced 
by the adoption of the system of Treasury Deposit Receipts 
under which the Treasury was in a position to call upon 
the banks to place at its disposal the amounts required. 

The American monetiiry authorities have a totally differ¬ 
ent device at their disposal to supplement debt management 
and open market operations. While in Britain the Treasury 
keeps its account exclusively with the Bank of England - 
except in so far as it is necessary to use otlicr banks for de¬ 
partmental requirements - in the United States it is author¬ 
ized to keep an account with any commercial bank which 
comes under the deposit insurance scheme. Such banks are 
authorized to receive tax payments and the IVeasury allows 
them to accumulate substantial deposits wJiich are trans¬ 
ferred to tlic Federal Reserve Bank when needed for the re¬ 
quirements of public expenditure. As we pointed out in 
Chapter 23, the United States Treasury is in a position 
to influence the volume of money by increasing or reducing 
its deposits with the commercial banks as a means of mone¬ 
tary policy. It is a most effective and subtle device. 

Both in Britain and in the United States open market 
operations played an important part in monetary p)olicy 
after the second World War. Treasury Bill rates were main¬ 
tained artificially stable at a low level by means of buying 
unlimited amounts of bills w^hich were ofl'ered and which 
would have raised the bill rates in the absence of official in¬ 
tervention. In Britain this policy was pursued much more 
rigidly than in the United StaUs. The Treasury Bill rates 
were maintained rigidly pegged at ^ per cent from 1945 till 
the advent of the Conservative Government in October, 
1951. Intervention in the market for long-term loans was 
also much less subtle in Britain while it lasted. Up to 1947 
the British Treasury was engaged in systematically bolster- 
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ing up the market in Government loans in pursuance of Dr 
Dalton’s policy of cheap money. With the advent of Sir 
Staflbrd Cripps to the Exchequer this policy was abandoned 
and Government Loans were allowed to find their own level. 

In the United States the policy of supporting Govern¬ 
ment loans by official purchases through the intermediary 
of the Federal Reserve Banks was continued right up 
to 1951. It was not, however, as one-sided a policy as the 
one pursued in Britain between 1945 and 1947. American 
official inlctrvention in the Government loan market oper¬ 
ated both ways. When in the latter part of 1946 and early 
1947 an iipw^ard trend developed in the bond market the 
T reasury Iclt impelled to intervene to counteract this trend 
in the interests of long-term stability of bond pricers. To that 
end large amounts of ]>onds were unloaded. When in Octo¬ 
ber, 1947, weaktK’iss develop(‘d in the bond market, the 
Treasury intervened by buying up large amounts of bonds. 
Although the primary object of thes(‘ operations was to 
maintain the slal)ility of Government bond prices, its sec¬ 
ondary object was to maintain stability of long-term in¬ 
terest rates. From this point of view the American policy 
dilFcrcd fundamentally from the Britisli policy, which aimed 
at lowering long-term interest rates rather than maintaining 
them stable. 

After the outbreak of the Korean War American inter¬ 
vention to prevent a rise in bond prices resulted in a heavy 
expansion of credit. Evidently the requirements of stability 
of bond prices came into conflict with the requirements of 
monetary stability. Eventually the latter consideration pre¬ 
vailed and the United States Treasury decided in 1951 to 
abandon the rigid support of the bond market, though it 
continued to afford it intermittent support at a lower level. 

A great deal depends not only on the amount of the 
national debt, but also on its composition. It is not a matter 
of indifference from the point of view of the monetary situ¬ 
ation whether the Government Loan is taken up entirely 
by banks or is subscribed by the general investing public. 
The more widely it is held by the public the larger is the 
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extent to which it tends to immobilize purchasing power in 
the hands of producers and consumers. If the securities 
bought by the public are paid for out of bank deposits then 
the operation kills two birds with one stone. In addition to 
its direct effect on the consumers’ purchasing power it also 
reduces the amount of bank cash and therefore leads tf) a 
reduction in the volume of credit. Both in Britain and in the 
United States the official policy after the Second World War 
aimed at placing the largest possible amount of the public 
debt with the general public. During the War it was in¬ 
evitable that Government Loans should be financed largely 
by the banks. After the War it was possible to transfer a 
large proportion, of the public debt from the banks to private 
investors. 

Treasury operations as devices of monetary policy are not 
without their disadvantages. The Treasury’s interests as a 
large debtor and borrower may conflict with the require¬ 
ments of monetary policy. We saw above that when con¬ 
fronted with such a dilemma the British Treasury in 1947 
and the United States Treasury in 1951 sacrificed consider¬ 
ations of debt management for the sake of those of monetary 
policy by allowing long-term interest rates to rise in order 
to avoid additional inflation. On other occasions, however, 
it was considerations of monetary policy which were sacri¬ 
ficed. Since the thirties the Treasuries of the world have 
discovered that as debtors and borrowers they are in the 
unique position of being able to determine the interest rates 
they pay. There is a strong temptation to use and abuse this 
power. Fortunately this temptation has been tempered by 
the extension of the Treasury’s functions, which now cover 
not only the management of public finances but also the 
supreme direction of economic policy. Twenty years ago 
Treasuries would have been inclined to make the utmost 
use of their power to lower the interest rates on their debts, 
since in those days their principal if not only function was to 
safeguard the taxpayers’ interest and to that end it was their 
duty to secure loans on the cheapest possible terms. To-day 
Treasuries are responsible for the economic stability and 
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prosperity of their countries. They have to think twice be¬ 
fore embarking on a policy which, while it assists them in 
keeping down the cost of public debt, increases their diffi¬ 
culty in performing their broader economic functions satis¬ 
factorily. TIais dual role of the Treasury is admittedly not 
without grave disadvantages. At the same time it has the 
advantage of compelling the Treasury to view its role from 
a broader standpoint, and it tends to prevent it from the 
misuse of its powers to determine interest rates. 

Attempts have been made in various countries to recon¬ 
cile the narrower interests of Treasury as borrower and 
debtor with its broader interests as the authority in charge 
of the national economy. There are various devices with 
the aid of which it is practicable to maintain Treasury bor¬ 
rowing rates at a relatively low level without having to over¬ 
stimulate the private sector of the national economy by 
making money too cheap and too easy. It is possible for the 
monetary authorities to insulate interest rates on Govern¬ 
ment loans from those on private issues. 

Support of the market in Government loans is one of 
these devices. On the face of it it might seem that if the 
Treasury supports its own issues while it allows private 
securities to find their own level the yield of the former 
tends to be relatively lower than that of the latter. In prac¬ 
tice, however, an abnormally low yield on Government 
issues tends to divert funds towards investment in private 
securities, and this tends to reduce the discrepancy between 
their respective yields. Moreover, systematic support of the 
market in Government securities on a large scale produces 
an inflationary effect on the level of prices of private secur¬ 
ities owing to the increase in the volume of funds available 
for investment. 

A more effective method of insulation is the control of 
the market of new issues. With the aid of such control the 
Government is able to keep down the volume of private 
issues whenever the Treasury intends to appear in the 
market with a new issue or with a conversion operation. 
Under the system of control the Treasury can ensure for 
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itself a high degree of priority over the financial resources 
of the country. There is no need for it to compete against 
the private issues by offering costlier terms. 

Another device is the adoption of legislation under which 
banks are under obligation to hold a certain proportion of 
their assets in the form of Government securities. Although 
the main object of this system is to restrain credit expansion 
and to strengthen the security of desposits, it is an effective 
device of insulation. It is in operation in various forms in 
the United States, Belgium, France, Italy, the Netherlands, 
and Sweden. No such reserve requirements exist in Britain. 
British banks, however, are always willing to co-operate with 
the authorities in ensuring the success of Government issues. 

In most countries certain assets must be held in ‘trustee 
securities ’. Even though their list may include some other 
types of securities, for the most part trust funds are kept in 
Government securities. In view of the large amount of such 
funds, legislation preventing their investment in most types 
of private securities goes a long way towards securing a 
considerable demand in spite of the relatively low yield of 
Government securities. 

With the aid of these and other devices, Governments are 
in a position to restrict credit to the private sector of the 
national economy in pursuance of disinflationary policy, 
without having to put up with an increase of the interest 
rates on their own loans corresponding to that of the in¬ 
terest rates on private loans and credits. The discrepancy 
cannot, however, be increased unduly. In this, as in many 
other respects, the extent to which monetary policy can 
create and maintain artificial situations in defiance of 
economic trends has its limits. 

Among the fiscal devices of monetary policy that of Trea¬ 
sury operations is distinctly more elastic and adaptable than 
that of Budget operations. This in spite of the fact that Trea¬ 
sury operations, too, have to be guided at times by con¬ 
siderations other than monetary policy. There can be no 
doubt that fiscal devices have come to stay. Even though it 
has become once more fashionable to advocate a reduction 



Treasury Operations 263 

of the Treasury’s role to the traditional function of collecting 
taxes, authorizing expenditure, and managing the public 
debt, it seems to be most unlikely that the clock will ever be 
put back. It would be impossible to revert to the system 
under which the sole object of Treasury operations was to 
cover Budgetary deficits by means of borrowing and to re¬ 
new maturing debt or convert Government Loans at the 
lowest possible interest rates. That aspect of the Treasury’s 
duties must of course remain prominent, in view of the im¬ 
portance of keeping down the burden of the greatly in¬ 
creased public debt. From time to time the 'Freasury’s 
narrower interests arc bound to be overshadowed, however, 
by major considerations of monetary policy which are or can 
be affected by the terms on which 1 reasury operations are 
arranged. 

For example, even though the proportion of the floating 
debt is not uncomfortably high the Treasury may decide to 
fund some of it in pursuit of objectives of monetary policy. 
Although debt funding must mean an increase in the burden 
of the interest service, prevailing circumstances may justify 
the sacrifice if as a result the monetary situation is adjusted 
in accordance with the requirements of monetary policy. On 
more than one occasion in the fifties interest rates on Sav¬ 
ings Certificates were raised, not because the Treasuiy found 
it difficult to secure the necessary funds through other chan¬ 
nels, but because from the point of view of monetary policy 
it was considered expedient to mop up some of the purchas¬ 
ing power of the lower income groups. Many similar ex¬ 
amples could be quoted to illustrate the extent to which 
Treasury operations are now based on broader principles 
than they were in the past. 

A characteristic instance of Treasury operations inspired 
by considerations of monetary policy was provided by the 
funding of a large amount of Treasury Bills in Britain at the 
end of 1951. The object of this operation was to reduce the 
liquidity ratio of the banks - that is, the proportion of their 
liquid assets to their total assets - thereby discouraging ex¬ 
cessive expansion of credit. If the banks’ holding of easily 



204 How Momy is Managed 

marketable Bills is reduced they would hesitate to increase 
the amount of their advances, because in doing so their 
liquidity ratio might decline below the traditional limit of 
thirty per cent. Even though this limit is not observed as 
strictly as the cash ratio - the proportion of bank cash to 
bank desposits - it cannot be disregarded to any consider¬ 
able extent. Hence the power of the Treasury - apart 
altogether from any statutory power of compulsion - to 
influence the volume of bank credits, not only by increas¬ 
ing or reducing the banks’ cash holdings, but also by 
increasing or reducing their liquid assets. 



CHAPTER TWENTY-EIGHT 


Influencing the Velocity of Circulation 


The ends of monetary policy may be pursued by influ¬ 
encing the volume of money in relation to the volume of 
goods in several diiTcrent ways. A contraction or expan¬ 
sion of the volume of currency and credit may be caused 
either directly or by means of changing interest rates. As we 
shall see in a later chapter the same end may be achieved 
through a relative change in the volume of money as a result 
of increasing or reducing the volume of goods available for 
sale. Another alternative is to change the effect of a given 
amount in money by influencing its velocity of circulation. 
By making money circulate faster or slower the authorities 
are in a position to produce effects similar to those of an 
expansion or reduction of its quantity. 

There is no need for us to enter into the highly involved 
controversy about the meaning of tlie velocity of circulation 
of money. For our purposes it means the average number 
of times money changes hands during a given period through 
payments for goods and services. Its turnover through purely 
financial transactions or through gambling does not count 
from our point of view. If we allowed for the use of money 
when it changes hands for purposes other than payments for 
goods and services the Principality of Monaco could claim 
that the velocity of circulation of her currency is many times 
larger than that of any other country. Since, however, the 
speed with which money passes from hand to hand in the 
Ga.sino of Monte Carlo docs not in the least affect the price 
level, it may be disregarded from a monetary point of view. 
The same is true about the velocity of circulation of money 
changing hands in connexion with Stock Exchange trans¬ 
actions. While the amount of bank balances used for that 
purpose is a factor, since it is not available for commercial 
transactions, the speed with which these balances circulate 



266 How Money is Managed 

between investors, speculators, brokers, and jobbers does not 
affect the price level. What matters from the point of view 
of a monetary policy is the velocity of circulation of money 
in connexion with commercial transactions, that is, in its use 
in payment for goods and servicf^. 

In itself the quantity of money would be unable to aficet 
the price level if its velocity of circulation were nil, as is lh(‘ 
case with permanently hoarded money. It is through chang¬ 
ing hands that money affects prices, and the more often it 
changes hands the more it is liable to affect prlctrs. This fact 
was realized at a very early stage in the development of 
monetary theory. Writers in tire seventeenth century had 
already a vague idea that money is only effective if it is 
circulated and that its effectiveness increases with its velo¬ 
city of circulation. Cantillon w^as the first to point out clearly 
in the early part of the eighteenth century that an increase 
of the velocity of circulation product's the same effect as an 
increase in the quantity of money, and that a decline in the 
velocity of circulation is liable to counteract an increase in 
its quantity. He expressed the view that if an excessive sup¬ 
ply of money raises prices too much the prince or the legis¬ 
lator should try to delay the circulation of money in order 
to avoid an undue increase in the cost of living. 

To put it briefly, money is effective as a factor affecting 
the price level only in so far as it is used in purchases of 
goods and services, and the degree of its effectiveness de¬ 
pends on the frequency with which it is used. The authori¬ 
ties may be in a position to increase or reduce the quantity 
of money in pursuing some end of monetary policy, but 
their efforts are liable to be frustrated if an increase in the 
quantity of money is followed by a corresponding slowing 
down of the velocity of its circulation or if a reduction in 
the quantity of money is accompanied by a corresponding 
increase in its velocity of circulation. While the quantity of 
money depends on the authorities, its velocity depends first 
and foremost on the willingness of consumers and producers 
to spend. An increase in the quantity of money merely pro¬ 
vides the means to enable producers and consumers to spend 
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more. If the additional money is not available they cannot 
spend more, unless they increase the velocity of circulation 
of the existing quantity. But if additional money is made 
available they may or may not make use of the additional 
facilities. If they do not spend more it means that, although 
the volume of money is larger, the average number of times 
it changes hands becomes smaller, and the situation is apt to 
remain tlic same as it was before when the quantity of 
money was increased. 

Conversely an increase in the velocity of the circulation 
means tliat producers and consumers spend more even in 
the absence of an expansion in the volume of money. Hold¬ 
ers of currency and of bank deposits may decide to spend 
more freely because they anticipate higher prices, or for 
various otlier reasons. Their additional spending has the 
same effect as any additional spending resulting from an in¬ 
crease in the quantity of money. As we tried to explain in 
an earlier chapter, if an amount is spent the purchasing 
power it represents does not disappear but becomes avail¬ 
able for the recipients to use again and again. Each time 
the money is spent it adds to the voluim^ of demand. In the 
absence of a corresponding and simultaneous increase in the 
supply of goods, tfie additional demand tends to cause an 
increase of prices, irrespective of whether it originated 
through an increase in the quantity of money or through die 
faster circulation of the existing quantity. If die spirit moves 
the owners of the money to spend more freely so that the 
money changes hands more frequently, this increase in the 
velocity of its circulation may even offset some degree of 
curtailment in its quantity. 

In reality what often happens is diat when the quantity 
of money changes its velocity of circulation also tends to 
change in the same sense. A rising trend in prices caused by 
an increase of the quantity of money stimulates buying, and 
the larger quantity of money is liable to change hands more 
frequently. Conversely, when the quantity of money is re¬ 
duced the declining trend of prices thus caused tends to dis¬ 
courage buying so that the velocity of circulation tends to 
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slow down. In the absence of official intervention changes 
in the velocity of circulation thus tend to accentuate an up¬ 
ward or downward movement of prices. 

The fact that tlie authorities have not tlie same power to 
determine the velocity of circulation as they have to deter¬ 
mine the quantity of money came to be fully realized during 
the thirties. The United States and many other countries 
embarked on a policy aiming at stimulating trade and 
causing a rise in prices by means of pumping money into 
circulation. It was found, however, that the response of tlic 
economies of the countries concerned to the increase in the 
quantity of money was very disappointing. Simultaneously 
with tlie increase in the quantity of money its velocity of 
circulation declined, because consumers and producers were 
not inclined to increase their spending on consumers’ goods 
and capital goods respectively. Indeed, since producers and 
consumers were reluctant to borrow, the monetary authori¬ 
ties were unable to bring about the desired degree of expan¬ 
sion of credit through increasing the cash reserves of banks. 
The only way in which they were able to add to the mone¬ 
tary supply of the private sector of the national economy 
was by unbalancing their Budgets through additional public 
expenditure. Even this device had a limited effect on the 
economy because the velocity of circulation of the addi¬ 
tional money thus created was inclined to be sluggish. Many 
recipients did not rc-spend the money they received, so that 
the ‘multiplier’ effect of the purchasing power created by 
the Government was relatively small. 

Yet, it is well to bear in mind, it is only through the multi¬ 
plier effect that an increase in the volume of money can 
produce its full effect on the price level. An increase in the 
quantity of currency and credit by, say lo per cent, is not 
liable to cause an increase of the price level by anything like 
lo per cent unless the additional money is spent several 
times. Admittedly in a sensitive market, such as are most 
commodity exchanges, an increase of the demand by lo per 
cent tends to produce an instantaneous effect. On the other 
hand, retail merchants do not mark up their prices by lo per 
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do manufacturers or wliolesalc merchants necessarily quote 
higher prices to retailers as soon as the latter increase ^heir 
orders by lo per cent. The stocks of goods held by the trade 
would easily absorb a once-for-all additional demand of 
such magnitude without any effect on prices. It is only when, 
as a result of the repeated re-spending of the additional 
money, the increase in the demand has become sufficiently 
persistent that merchants and manufacturers in many lines 
of goods may feel justified in taking advantage of it by 
raising their prices. It is necessary lo realize this in order to 
appreciate the importance of the velocity of circulation 
among the factors affecting the price level. 

Tlic experience of the thirties gave rise to a wave of de¬ 
featism about the helplessness of monetary policy, as a re¬ 
action from the realization of the falsity of the earlier belief 
according lo which there arc practically no limits to the 
powers of monetary policy in influencing the trend of prices 
and the coui'se of ecom)mic activities. The defeatism was 
largely due to the realization of the extent to which a de¬ 
cline of the velocity of circulation of money is liable to 
nullify the effects of monetary policy devices aiming at the 
increase of its quantity. 

In reality monetary policy is by no means as helpless in 
the sphere of the velocity of circulation as it appeared to be 
by many observers in the thirties. There are various means 
by which the authorities are able to accelerate or slow down 
the velocity of circulation as an alternative to changing the 
quantity of money or as a means of ensuring the effective¬ 
ness of changes in the quantity of money. The following are 
the means which monetary policy can use for speeding up 
the turnover of money: 

(I) Increase of Government expenditure. Provided that it is not 
offset by an increase of revenue, this has the immediate effect 


of increasing the quantity of money. At the same time it also 
tends to increase its velocity of circulation through the oper¬ 
ation of the multiplier. It stands to reason that any additional 



270 How Money is Managed 

large-scale expenditure, whether initiated by private inter¬ 
ests or by the Government, is apt to put new life into 
the economy and to stir up a certain amount of activity 
resulting in an increase in the velocity of circulation. If 
private interests are not prepared to respond to an increase 
of their resources available for expenditure, then it is up to 
the Government to initiate the process. If the Government 
increases the volume of money through money market oper¬ 
ations that in itself need not give rise to any additional 
spending. On the other hand, if the Government increases 
the volume of money by embarking on additional capital 
expenditure or by adding to the consumers’ purchasing 
power, without taking away the new surplus by an increase 
of taxation, it is liable to increase also the velocity of 
circulation. 

(2) Reducing Taxation, Any reduction of direct taxes, pro¬ 
vided that it is not accompanied by a corresponding reduc¬ 
tion in public expenditure, tends to increase the purchasing 
power of the private sector of the economy. The chanct s 
arc that at least part of the increase will be spent and re¬ 
spent again and again, thereby causing an increase in the 
velocity of circulation. A reduction of indirect taxation is apt 
to produce a similar effect because lower prices are apt to 
tempt buyers to spend. For instance, a reduction of Pur¬ 
chase Tax on motor cars is liable to be followed by imme¬ 
diate increase of demand. If some of the burden of taxation 
is shifted from those who are liable to save to those who are 
liable to spend the result is an increase in the velocity of 
circulation. 

(3) Repayment of Public Debt, If the Government repays a 
maturing debt held largely by the public the chances are 
that at least some of the recipients will spend the proceeds. 
In addition to the increase in the volume of money its velo¬ 
city is also likely to increase. No such dual effect is produced 
if the debt is held by banks, insurance x:ompanies, etc., 
though it is possible that the money thus released may be 
lent to people who in turn will spend it. 

(4) Lowering of Interest Rates, This tends to increase not 
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only the quantity of money but also its velocity of circula- 
Tion because it provides an inducement to borrow more and 
therefore to spend more freely. The public need not ncces- 
sarily respond to this inducement, bowevcT, any more than 
it need respond to an increase in the volume of credit. 

(rj) Moral Pressure and Propaganda, In addition to increas¬ 
ing their own spending Governments can accelerate the dr- 
culation of money by encouraging the spending of others. 
Moral persuasion, such as ofiicial declarations to the effect 
that now is the time to embark on capital investments or 
to purchase consumer goods, may or may not meet with the 
expected response, but it is reasonable to assume that the 
public is more inclined to spend if it is officially encouraged 
to do so. 'ilic organization of festivities and various other 
devices arc at the Government’s disposal to reinforce its 
appeal. 

(6) The Provision of ^ Inducement Goods \ In a country which 
has experienced a period of scarcity of goods it is easy for the 
authorities to stimulate buying activity through arranging 
the reappearance of various kinds of goods w hich had been 
unobtainable for some time past. The reappearance of such 
goods is liable to induce consumers to spend more freely. 
Inducement goods arc used in backward countries to tempt 
the population to take up industrial employment in order to 
be able to spend more. In such situations the effect of the 
increase in the velocity of circulation on prices is liable to 
be offset in the long run by an increase in the volume of 
goods. 

(7) Increased Frequency of Payments, This is one of the means, 
suggested by Cantillon more than two centuries ago, by 
which to provide trade with more money without an in¬ 
crease in the quantity of money. He argued that if rents 
were made payable more frequently the effect would be the 
same as that of an increase in the quantity of money, be¬ 
cause the change in the practice would reduce monetary 
requirements, at the same time as increasing the velocity of 
circulation. Smaller amounts would change hands more 
frequently. The same result could be obtained if wages and 
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salaries were to be paid at more frequent intervals. It ir 
doubtful whether such an increase in the velocity of circu¬ 
lation would materially afliect the demand. 

llie following are the means at die disposal of the 
monetary authorities for reducing the velocity of circulation 
of money: 

(1) Moral Pressure and Propaganda to Discourage Spending. 
In the same way as some members of the* public arc influ¬ 
enced in favour of spending when cncc.uiagtd by oflicial 
statements, economy campaigns may aiSi> meet witli re¬ 
sponse. The way the British public respc ndc‘d to exhorta¬ 
tions of this kind in 1931 is an outstanding example. 

(2) Reduction of Facilities for Spending, lliis can be done 
by means of rationing or by allowing tlu* supplies of goods 
to become exliausted. As a result the public will have less 
opportunity for making purchases. If die amount thus saved 
is invested in Government loans, it reduces die quantity of 
money. If it is accumulated in cash or bank balances it re¬ 
duces the velocity of circulation. 

(3) Fiscal Devices. An increase in the total amount of 
taxation unaccompanied by an increase of public expendi¬ 
ture would reduce the volume of money and would not 
directly affect the velocity of its circulation. It is possible, 
however, for the Government to leave die total substantially 
unchanged and shift the burden of taxation from classes 
which are likely to spend to classes which are likely to save. 
In doing so the quantity of money wxmld n main unchanged 
but the velocity of circulation would decline. A Budget sur¬ 
plus would indirectly lower the velocity of circulation in so 
far as it would cause a decline of prices and would tend to 
discourage spending. The multiplicT efK ct would operate 
also in this direction. A reduction in the purchasing powder 
of a single firm or individual could initiate a whole chain of 
reductions and their cumulative effect is liable to be a mul¬ 
tiple of the amount with which the total purchasing power 
was originally reduced through higher taxation. 

(4) Raising Interest Rates. At the same time as tending to 
low^cr the quantity of money higher interest rates tend to 
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lower its velocity of circulation. They tend to discourage 
borrowing and spending. 

(5) Reduced Frequency of Payments. The suggestion to in¬ 
crease the velocity of tlic circulation of money through in¬ 
creasing the frequency of payments can be applied also in 
the reverse direction. The authorities may make their pay¬ 
ments at less frequent intervals and may try to induce others 
to do the same in order to lower the velocity of circulation ol 
money. Delays in payments on Government contracts Kmd 
to produce a similar effect. Less frequent payments of larger 
amounts would necessitate, however, an increase in the 
quantity of money, which might offset the effect of the re¬ 
duction in the velocity of its circulation. 

There arc other more far-fetched suggestions for means to 
increase the velocity of circulation. During the early part 
of the nineteenth century Jeremy Bentham advocated in¬ 
terest-bearing money as a means of slowing down the velo¬ 
city of circulation. A hundred years later Silvio Gcsell advo¬ 
cated the opposite device, namely, tlie issue of a currency 
which has to be stamped every week by its holders. His 
idea was that in order to avoid the expense of stamping 
holders would hasten to spend their money and the velocity 
of circulation w ould increase. 

Conceivably the increase of the denomination of the cur¬ 
rency tends to slow down its velocity of circulation and the 
reduction of its denomination tends to produce tlie opposite 
effect. Adam Smith already observed that small money cir¬ 
culates faster than big money. Conceivably the decision of 
the British Government during the Second World War to 
withdraw all Bank of England notes in excess of may 
have resulted in an incidental increase in the velocity of 
circulation. 

Another factor observed by early writers on the subject 
is the difference in the velocity of circulation according to 
whether the money is held by wealthy or poor people. The 
former are inclined to hold larger cash balances while the 
latter may be under obligation to spend their money as soon 
as they receive it. For this reason the re-distribution ol’ 
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wealth making for a higher degree of equality tends to accel¬ 
erate the velocity of circulation. This point was touched upon 
above when dealing with taxation as a device aiming ai 
levelling down incomes. 

Monetary policy in many countries aims at achieving 
economy in the use of notes tlirough encouraging the bank¬ 
ing habit. This in itself does not afiect the velocity of cir¬ 
culation in our sense of the term. Under the modern defini¬ 
tion of money it includes not only notes, but also bank 
deposits, and the substitution of payments by cheque lor 
payment by cash leaves the velocity of circulation in our 
sense of the term unchanged. 



CHAPTER TWENTY-NINE 

The Quality of Money 

Hitherto wc have been dealing with those means of 
monetary policy which are related directly or indirectly to 
the quantity of money. Monetary policy is concerned, how¬ 
ever, also with the quality of money. In a narrower sense 
the quality of money means its intrinsic value, that is, its 
value for non-monetary purposes. In a broader sense the 
term covers also the buying capacity of money - which is a 
thing different from its purchasing power, as we propose to 
show below - and also the degrees of the security and liqui¬ 
dity of credit through which money originates under the 
modern system. 

The monetary autliorities arc concerned with the quality 
of money cither because it affects its quantity or because 
they accept the view that its purchasing power depends on 
its intrinsic value or its buying capacity. It stands to reason 
that if a high standard is set for the quality of the monetary 
object, whether it is sea-shells, or cattle, or coins, or credit, 
through the granting of which deposits are created, it is 
bound to limit the quantity. If those in charge of monetary 
policy are anxious to avoid inflation they can do so eitlier 
by fixing direct limits to the quantity of money or by setting 
a high standard for its quality. At the same time those who 
regard money as a commodity may feel that any deteriora¬ 
tion of its intrinsic value must necessarily entail a corre¬ 
sponding decline of its purchasing power, apart altogether 
from the inflationary effect of an increase in its quantity. 

We saw in earlier chapters that from an early phase in 
monetary history the State authority took it on itself to pro¬ 
tect the money of its community against depreciation 
tlirough private debasements. In many instances before the 
adoption of metallic currency the choice of the monetary 
object or the confirmation of its monetary use by the State 
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authority aimed at making its debasement difficult. Coinage 
was introduced for that very purpose. Nevertheless, in in¬ 
numerable instances the State authority itself debased its 
coinage for its own benefit or for the real or imaginary 
benefit of the community. From an early stage debasement 
was regarded as a State monopoly. On the other hand, from 
time to time the official monetary policy aimed at raising the 
quality of currency by operations of re-coinage and other 
measures to eliminate clipped or counterfeit coins from 
circulation, 

A policy of debasement stood to benefit the Treasuries 
largely because of the prolonged time-lag between the de¬ 
basement and the rise in prices that followed it. It is often 
suggested by economic historians that debasement was a 
futile method from the point of view of the monarch who 
practised it because, having depreciated his currency, he 
had to accept taxation in terms of that depreciated cur¬ 
rency. In reality, however, years had to pass before prices 
responded to the lowering of the quality of the coinage 
tlu'ough debasement. For one thing, the general public was 
slow to notice a reduction in their metallic content. More¬ 
over, as we pointed out before, prices, wages and other pay¬ 
ments were very inelastic during the mediaeval period. This 
meant that the possession of a larger number of coins of the 
same denomination secured through debasement conferred 
on the monarch a lasting if not j>ermanent advantage. He 
was in a position to finance wars or extravagant Court ex¬ 
penditure by increasing the number of coins minted out of 
the same quantity of metal. Had the price level responded 
spontaneously his gain would have disappeared in a very 
short time. 

In this respect the position was substantially the same as 
it is under modem inflation. The increase in the volume of 
money assists in the financing of a war largely because there 
is a time-lag between monetary expansion and its effect on 
the price level. The moment prices have caught up with the 
degree of monetary inflation or debasement the advantage 
brought by the time-lag ceases, and the State authority can 
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j/es by further doses of debase* 
1C State stands to benefit by tlic 
power created through debase¬ 
ment or iniiauuu .n connexion with a budgetary 

defven, w\\\\e v\ve aAvexse etteets o?\v\g\veT prices ate spread 
between the public and private sectors of the national 
economy. Even so, in the long run the State stands to pay 
dearly for its short-lived gains. 

The elTect of debasement on prices would have been even 
slower if it had not been accompanied by an increase of the 
quantity of currency. Prices were rising not only because the 
public came to realize gradually that the intrinsic value of 
the coins was lower, but also because the increase of its cir¬ 
culation created additional purchasing power during the 
transition period between the increase in the quantity of coins 
and the full adjustment of the price level to this increase. 

All but the most irresponsible princes and their advisers 
were most reluctant to resort to debasement. It usually 
encountered strong opposition and caused much discontent. 
In England the Rolls of Parliament are full of complaints 
against debasements, and the kinep were often compelled to 
give an undertaking to abstain from tampering with the 
coinage. On the other hand, historians have the highest 
praise for kings who pursued the opposite policy by restor¬ 
ing the coinage to its original quality. These operations were 
not nearly as popular, however, in contemporary opinion as 
they are with the historian. They entailed grave inconveni¬ 
ences since they were bound to produce deflation. Producers 
and traders were at times almost as loud in complaining 
against the restoration of coinage as they had been against 
its debasement. When in 274 a.d. Aurelian attempted to re¬ 
store the integrity of the debased Roman coinage he was 
faced by a dangerous insurrection, the suppression of which 
cost the lives of 7,000 soldiers. In a more recent characteris¬ 
tic instance in 1650 Stuyvesant tried to improve the quality 
of the wampum shell currency in New Amsterdam, but the 
deflation his measures entailed threatened to produce finan¬ 
cial disaster, so that less than four months after issuing the 


only sccFire further advanta 
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entire additional purchasing 
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ordinance he had to reverse it, and loose and imperfect bead- 
strings had to be accepted once more as legal tender. 

The operation of Gresham’s Law by which bad money 
tends to drive out good money set a limit to many attempts 
at improving the quality of coinage. In many instances in 
monetary history coins of high quality regularly disappeared 
through hoarding or export, in defiance of the ofilcial mon¬ 
etary policy. Coins of low quality remained the main 
circulating medium. Nevertheless, strong and sound Gov¬ 
ernments aimed at maintaining the high quality of their 
coinage. Roman coins during the ancient period, Byzantine 
coins during the Middle Ages, and sovereigns in more recent 
times acquired a world-wide reputation for their high 
quality. 

Paper currency has, of course, no intrinsic value. Until 
recently it was widely held that its quality depended on its 
convertibility into gold or silver or, if it was inconvertible, 
on the prospects of its convertibility. The latter element was 
present even while the notes were actually convertible, be¬ 
cause the size of the metallic reserves affected the prospects 
of being able to maintain their convertibility. Any action 
leading to an increase of the metallic reserve unaccompanied 
by an increase in the quantity of money tended to improve 
the quality of the notes. The proportion of the metallic re¬ 
serve to the note circulation was regarded as the measure¬ 
ment of that quality. Once the convertibility of notes was 
suspended their quality was deemed to be determined en¬ 
tirely by the prospects of a resumption of their converti¬ 
bility. 

Although in some countries there is an agitation for a res¬ 
toration of convertibility into gold coins, in Britain and most 
other countries such a change has long been considered out 
of the question. On the other hand, the quality of money 
may be considered to depend partly on the degree of its con¬ 
vertibility or prospects of convertibility into other currencies 
and partly on its buying capacity. This latter term should 
not be confused with purchasing power, which depends on 
the level of prices. The buying capacity of a money has noth- 
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ing to do with the price level, but with the diversity and 
range of goods and services on which the money can be 
spent. Towards the end of the Second World War the pur¬ 
chasing power of money was reasonably well maintained with 
the aid of price controls and rationing. Its buying capacity 
declined, however, very considerably, because most com¬ 
mercial stocks were exhausted and the range of gt^ods and 
services which could be bought was very limited. The posi¬ 
tion was the same in many countries. 

It was one of the tasks of monetary policy in the early 
post-war period to raise the buying capacity of money, 
through the increase in the range of goods on which it 
could be spent, by means of production or import. This end 
was gradually achieved, so that while the purchasing power 
of money continued to decline almost incessantly its buying 
capacity increased materially during the early post-war 
years. The improvement of its quality did not prevent the 
depreciation of its purchasing power, though it seems reas¬ 
onable to assume that had it not been for the increase of its 
buying capacity the fall in its purchasing power would have 
been even more pronounced. There would have been much 
less inducement to work or to sell goods in return for pay¬ 
ment in money which could hardly buy anytliing beyond 
one’s meagre rations. 

The quality of credit is yet another sphere in which mone¬ 
tary policy can function. It is regulated primarily by the 
banks themselves, who lay down certain rules mainly to safe¬ 
guard their own interests by making sure that the credits are 
well secured and reasonably liquid. In pursuing sound bank¬ 
ing principles they improve the quality of credit and of the 
money it creates, at the same time as limiting its quantity. 
The authorities may take a hand by giving the banks guid¬ 
ance when this is considered necessary. Long before the 
advent of scientific monetary management the banking com¬ 
munity was in the habit of expecting some degree of guid¬ 
ance in this sphere from the Central Bank, which was 
considered to be in a better position than individual banks to 
judge the general trend. In any case Central Banks had their 
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own set of rules about bills which were eligible for rediscount, 
and these rules largely determined the requirements of all 
banks in this respect. 

A high quality of credit money can be assured by insisting 
that bills and bank advances should be self-liquidating. 
Bills are seldom eligible for rediscount by the Central Bank 
unless they mature within three months. The quality of 
money created through bills or advances repayable in three 
months - during which period the goods whose production 
they finance may reasonably be expected to be sold - is obvi¬ 
ously higher than that of money created in connexion with 
unproductive Government expenditure or even with pro¬ 
ductive long-term capital expenditure. There is, of course, 
no noticeable difference between notes or bank deposit; 
created through self-liquidating credits and those created 
through an increase of the dead-weight debt. Nevertheless, 
even in the absence of an actual physical difference such as 
existed between full-valued and debased coins, there is 
bound to be some sort of intangible difference in favour of 
money produced through self-liquidating transactions fin¬ 
ancing the production of easily marketable goods. Any 
money created through long-term investment or unproduc¬ 
tive Government expenditure remains in circulation and 
continues to give rise to additional demand each time it 
changes hands. On the other hand, money arising through 
self-liquidating short-term transactions is withdrawn when 
the credit is repaid and is re-issued again in connexion with 
some new productive self-liquidating transaction. 

It is, or should be, the aim of monetary policy to ensure 
that any money created through unproductive or long-term 
transactions should be withdrawn at the earliest possible 
moment as a result of saving by the community. This end 
can be achieved through inducing the public to acquire 
newly-issued Government Loans or other long-term securi¬ 
ties. In doing so they relinquish for some time at any rate 
the use of the purchasing power they possess. The ideal state 
of affairs is when all capital investments and Budgetary de¬ 
ficits are financed out of savings immediately as and when 
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hevarise. In such circumstances most money in circulation 
would originate through self-liquidating transactions. 

Discriminatory credit policy aiming atdiscouraging credits 
to branches of industry iu >N\tic\t there, is evidence of over¬ 
trading also contributes towards maintaining the Itigh qual¬ 
ity of credit money, in addition to preventing an undue 
increase in its quantity. It prevents the development of situa¬ 
tions in which credits originally meant to be self-liquidating 
become frozen. 



CHAPTER THIRTY 

Price Control 


Measures affecting the quantity, price, quality, or velocity 
of money aim at influencing the price level by affecting 
one of tlie factors that normally determines the trend of 
prices. They aim at aficeting die volume of demand for 
goods and services. In resorting to these mt^asurcs monetary 
policy does not aim at resisting the operation of economic 
lavi’s. On the contrary it seeks to employ normal economic 
tendencies for its purpose. Wc now propose to examine in 
this chapter devices of mone^tary policy which aim at defying 
economic laws by preventing or hampering their natural 
operation. It is the object or price control to prevent normal 
economic factors from producing their natural effect on the 
price level, or at any rate to moderate this elli^ct. In this 
chapter we are no longer concerned with devices influencing 
the quantity of currency and credit in relation to the volume 
of goods and services. What we examine is the steps diat the 
Governments can take in order to achieve their desired ends 
without resorting to such devices. 

Price control is a very ancient means of monetary policy. 
It was already employed in the Hittite Empire during the 
fourteenth century b.c. An elaborate code fixed the price 
of domestic animals, agricultural products and other objects, 
and the wages of artisans, agricultural labourers, etc. An 
even more elaborate system of price fixing was adopted in 
the Roman Empire by Diocletian in the fourth century 
A.D. Throughout the Middle Ages highly elaborate systems 
of price control were in force in many communities, especi¬ 
ally in the practically closed economies of the cities with an 
advanced system of guilds. It was only comparatively re¬ 
cently that price fixing was virtually abandoned by most 
Governments. The nineteenth century was the century of 
the free play of economic forces. During and after the two 
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high degree during the time lag between the issue of addi- 
tional money and the completion of the rise in prices it tends 
to produce. It is obviously to the interest of the authori¬ 
ties, therefore, to seek to prolong the transitional period by 
delaying or preventing prices from adapting themselves 
to the increased volume of money. Apart from this, it is 
to the interest of the whole community that the pace of 
currency depreciation should be mitigated and slowed 
down. Of coui'sc the community’s interests would be better 
served if the Government, instead of suppressing the effects 
of inflation, refrained from inflating. But if inflation is un¬ 
avoidable - for instance in the interests of national defence 
~ there is much to be said for suppressing its effects on 
prices as far as possible during a critical period. 

Price control pursues also social and political ends when 
it is largely confined to necessities and its object is to ensure 
adequate supplies for the poor. ‘Rationing by purse’ may 
be sound economics, but in given circumstances it may be 
anti-social, and it is apt to be unsound politics. Even from a 
purely economic point of view it is advantageous in given 
circumstances to keep down the prices of the essential com¬ 
ponents of the cost of living so as to avoid large-scale de¬ 
mands for wage increases as a result of a rise in the cost of 
living, provided that such an artificial state of affairs is 
maintained for a limited period only. 

Even the most extensive system of price controls is unable 
to cover the whole range of goods and services available for 


sale. Usually it begins with a relatively small number of 
necessities in short supply, spreading gradually over a wider 
and wider range of goods and services. A discrepancy 



284 How Money is Managed 

develops between the trend of the controlled and uncontrolled 
sections of the price level and tends to widen considerably. 
If, as is often the case, price control is accompanied by 
rationing, the public is unable to take full advantage of the 
artificially low prices by buying as much as it would like 
and could afford. Since the percentage of its inflated pur¬ 
chasing power that is used in the acquisition of rationed 
necessities thus declines, more will be available for the 
acquisition of uncontrolled goods and services. 

Tlie necessities are protected from tlie full effect of in¬ 
flationary buying pressure, but that pressure exists never¬ 
theless and becomes diverted towards the uncontrolled 
section of the price level. This means that while rises in the 
controlled section are kept lower than would be justified 
by the prevailing degree of inflation, rises in tlie uncon¬ 
trolled section will tend to be more than proportionate to 
that degree. However, since a large part of the uncontrolled 
goods and services do not affect the cost of living of the 
wage-earners, their rise does not tend to accelerate the pro¬ 
gress of inflation by leading to wage demands. A monetary 
policy which results in an unduly lo\v^ price level in the con¬ 
trolled section of the economy and an unduly high price 
level in the uncontrolled section may be far from ideal, but 
it serves its purpose of delaying inflation. Provided that the 
artificial situation created is not unduly cxaggtTatcd or 
prolonged its results are apt to be beneficial on balance in 
given circumstances. 

Legislation enacting price controls must contain penalty 
provisions in order to be effective. Since, however, the sys¬ 
tem runs counter to economic laws and to human nature 
even drastic penalties very often fail to discourage a large 
section of the public from breaking the law. In Britain the 
public is essentially law-abiding. Even so the operation of 
price controls and rationing was accompanied by the deve¬ 
lopment of black markets if only on a relatively small scale. 
In other countries the policy of price controls was largely 
defeated by the extent of the black markets. In countries 
such as France or Italy the evasion of the law was the rule 



Price Control 285 

and its observance tlic exception. Only a fraction of the re¬ 
quirements and necessities could be covered on the basis of 
the controlled prices, so that for all practical purposes the 
price level in the black markets had to be regarded as the 
effective price level. Even in Soviet Russia and other Com- 
inunist countries there have been V>lack markets in spite of 
the ihreal of the death penalty, v/hich was unable to ensure 
a watertight price control. This was realized after a while, 
and an officially tolerated free market in many goods was 
allowed to develop. 

Penalty clauses in themselves are unable to ensure effec¬ 
tive price control. They have to be supplemented by other 
measures such as Government trading, or trading under 
licence, or subsidies. One of the reasons why rationing and 
price control in many necessities was incomparably more 
efl'cctive in Britain than in other countries was that the 
major part of the supplies had to be imported, and it is com¬ 
paratively easy to control imports. The Government secured 
the necessary supplies from overseas by means of bulk 
buying, often on long-term contracts. In order to secut'c the 
supplies produced within the country the Government had 
to adopt a system of subsidies. The farmers received the full 
price for their products in accordance with prevailing con¬ 
ditions. The consumers were charged considerably less and 
the difference was paid by the taxpayer in the form of sub¬ 
sidies. Likewise the Government re-sold tlie imported food 
at a loss at the taxpayer’s expense. 

The failure of a policy of price control through wholesale 
evasion has grave disadvantages fn>m an economic, social 
and political point of view. It was largely responsible for the 
series of successive currency devaluations which France and 
Italy had to make after the Second World War. It was also 
largely responsible for the strength of the Communist Party 
in France and Italy. The inability of the lower income 
groups to meet their requirements for necessities otherwise 
than through purchases in the black market must have been 
largely responsible for the atmosphere of discontent in 
which subversive activities were thriving. 
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On the other hand the success of price control also en¬ 
tails grave disadvantages, because it tempts Governments tf> 
make excessive use of it in spite of the gross distortion of the 
economy it produces. This point is best illustrated by the 
effects of rent control. Rents are one of the few categories 
of prices the control of which can be enforced effectively 
not only in Britain but even in countries where price con¬ 
trol is generally ineffective. Because of the ease with which 
landlords can be compelled to continue to let tlicir premises 
at uneconomical rents a situation has developed in which 
these rents are no longer suflicient to meet the cost of 
essential repairs. Consequently rent-controlled property is 
allowed to deteriorate, and in many instances it becomes 
uninhabitable after prolonged rent control. 

Aloreover, artificially low rents tend to stimulate excessive 
demand for housing accommodation. Even the most effective 
housing drive which diverts an unduly large proportion of 
the nation’s resources from other essential requirements is 
unable to keep pace with this demand. Rent control artifi¬ 
cially stimulates the demand for something which cannot 
be supplied in sufficient quantity to meet the increased de¬ 
mand. The same thing is of course true about the price 
control of meat and other foodstuffs in short supply. But 
they at least can be rationed so as to ensure equal distri¬ 
bution on the basis of the artificially low prices. Since, how¬ 
ever, rationing of housing accommodation is impracticable, 
the result of rent control is that those in possession enjoy 
the full advantages of low rents while those who are unfor¬ 
tunate enough to have to look for accommodation are either 
unable to meet their requirements or have to pay exorbi¬ 
tant prices. 

An argument against the maintenance of rents and of the 
prices of food and other necessities at an artificially low 
level is that it stimulates demand for luxuries and necessities 
which are not rationed or price-controlled. The result is 
that the prices of such goods tend to rise considerably more 
than they would in the complete absence of price control. 
Since it is difficult if not impossible to ration and price- 
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On the other hand it is argued that it is right that in the 
Welfare State necessities should be made available to all, 
if not free of charge, at any rate at very low prices. To that 
end a perpetuation of subsidized food and other necessities 
U favoured by many people even at the cost of economic 
disadvantages such as the perpetuation of high taxation. 
There are many other arguments for and against price 
controls, but it is outside our scope to deal with them. 

Most economists admit that there is a great deal to be 
said for price contrcjl during an emergency such as a war 
or even in conditions such as the rearmament drive of 1950- 
52, provided that the artificial situation that they create is 
not unduly exaggerated. Against its obvious advantages 
it is necessary to offset the disadvantages of the disequili¬ 
brium it creates. It tends to be cumulative in character. 
Tlie longer price control is applied the more artificial 
the situation tends to become. This does not necessarily 
mean that it must be condemned unconditionally as a means 
of monetary policy. What it means is that those applying 
it should be fully aware of its long-range disadvantages, 
instead of working under the delusion that State authority 
is omnipotent and is in a position to defy permanently the 
law of supply and demand. 

Price control is apt to stimulate artificially the demand 
for goods the supplies of wliich cannot keep pace with the 
demand. Consumption in any given country may be raised 
by price control beyond the level which that country can 
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afford. The result is an adverse balance of payments 
which may eventually compel the Government to apply 
measures by which to reduce the volume of purchasing 
power. 

Government trading is another device by which Govern¬ 
ments may seek to prevent or moderate a rise in prices. Its 
primary aim is usually outside the realm of monetary policy. 
The Government may embark on buying up supplies in order 
to secure scarce stocks or to ensure their fair distribution. 
It is a highly controversial point whether bulk buying by 
Governments makes for higher or lower prices. Long-term 
contracts with producing countries may have a steadying 
effect on the prices of imported food and raw materials and 
may play therefore some part in a policy of stabilizing the 
price level. 

Yet another means by which the Government may try to 
intervene in order to influence the price level is legislation 
against monopolies and restrictive practices. One of the 
main arguments in support of such legislation is that it is 
likely to result in lower prices within the range of goods 
to which it applies. On the other hand it must be admitted 
that monopolies and restrictive practices have a steadying 
influence on the price level while unfettered competition is 
apt to cause instability. If rightly or wrongly a Govern¬ 
ment adopts price controls, their enforcement is greatly 
simplified by the existence of monopolies or of practices 
such as resale price maintenance, under which the trade 
associations ensure the maintenance of officially approved 
prictis. 

Monetary policy possesses devices not only for prevent¬ 
ing a rise in prices or bringing about their reduction, but 
also for pursuing the opposite end. In given situations 
the authorities may aim at preventing falls in prices or at 
enforcing their rise by devices of price control. The fixing of 
maximum prices in general may serve the purpose of raising 
prices because in given circumstances maximum prices are 
apt to become minimum prices. By raising maximum prices 
the authorities may ensure favourable prices for producers. 
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Price controls arc in some instances supplemented by con¬ 
trols of wages. They too can operate in both ways. The 
Government may fix the wage ceilings in an attempt at 
slowing down inflation or it may fix minimum wages. Tlie 
former is an instrument of monetary policy, the latter an 
instrument of social policy. 


K 



CHAPTER THIRTY-ONE 

Foreign Exchange Policy 


Most authors dealing with the subject of monetary policy 
consider foregn exchange policy as a tiling apart. Yet the 
policies aiming at influencing the domestic monetary situa- 
lions and those aiming at influencing the foreign exchange 
situation are closely interrelated. Measures affecting the 
volume, purchasing power, velocity of circulation, price or 
quality of money are liable to react on exchange rates. Con¬ 
versely, any noteworthy and sustained rise or fall in the 
exchange rates is liable to react on the internal monetary 
situation. Indeed, the internal and international aspects of 
money arc two inseparable aspects of tlie same thing. As a 
general rule anything that concerns the one is bound to con¬ 
cern the other. Internal price levels and exchange value 
are apt to be influenced by the same factors and also to 
influence each other reciprocally. Monetary policy may 
use foreign exchanges as means to pursue its ends in respect 
of the internal monetary situation. It may also use various 
monetary or non-monetary devices to influence tlie foreign 
exchange situation. 

Beyond doubt exchange rates constitute the most obvious 
and the most sensitive barometer indicating the value of 
money. The metaphor, however, is not altogether correct. 
No barometer has ever yet been known to have influenced 
in the least the weather; on the other hand, movements 
on exchanges are liable to react sharply on the internal 
monetary situation. This fact has long been realized. Indeed 
from time to time it has been grossly exaggerated by govern¬ 
ments guilty of the mismanagement of their currencies. It 
was convenient to put the blame for the deterioration of 
the internal monetary situation on exchange depreciation 
over which they claimed to have no control. The great de- * 
basement of Henry VIII in 1551, one of the most flagrant 



Foreign Exchange Polity 291 

instances of currency juggling in British history, provided 
an early instance of that attitude. Those responsible for it 
were at pains to put the blame on speculators, even though 
the depreciation of the exchange merely expressed the de¬ 
basement of the coinage. Again in Britain after the Napo¬ 
leonic Wars the official view that the increase of the Bank 
of England’s inconvertible note issue was not the cause of 
the depreciation of sterling in terms of gold, which was 
claimed to be the consequence of the adverse exchange 
rate, was upheld stubbornly in face of the more enlightened 
views put forward by Ricardo and the Bullion Committee. 

However, exaggerated as the view is that the internal 
value of money depends on its exchange rate, it contains a 
sufficient degree of truth to make it evident that monetary 
policy, concerned with maintaining the internal stability 
of money, cannot afford to ignore exchange rates and that 
any action taken in respect of foreign exchanges has very 
strong bearing on the internal monetary situation. 

The authorities can influence the foreign exchange position 
to a great extent by means of devices applied to the internal 
monetary position. In addition there are general devices of 
economic policy which can be used for influencing foreign 
exchanges in the sense desired. The authorities have a 
powerful weapon in their ability to influence international 
capital movements. We saw in earlier chapters how short¬ 
term capital movements respond to changes of interest 
rates. The same factor affects also long-term capital move¬ 
ments in that it influences the extent of lending and of 
borrowing abroad. One of the lessons which the experience 
of the Second World War and the post-war period taught 
was that monetary policy is able to influence to a hitherto 
unsuspected degree the level of long-term interest rates. 
The Government, by determining the yield of its own long¬ 
term loans through open market operations and other 
devices, also influences the rate of interest at which foreign 
borrowers can cover tlieir requirements in the loan market. 
In addition it can impose official or unofficial embargoes on 
foreign loans as an alternative to discouraging them by 



292 How Money is Managed 

means of raising the interest rates on its own loans. An un¬ 
official embargo on foreign loans was more or less in opera¬ 
tion in Britain during the greater part of the inter-war 
period, as a means of safeguarding sterling against adverse 
pressure through overlending. It was replaced by an official 
embargo at the outbreak of the Second World War, and 
right up to the time of writing the issue or private placing 
of securities for the benefit of foreign borrowers requires 
special permission. 

Yet another way in which the authorities can safeguard 
the exchange value of sterling against the effects of excessive 
lending abroad is through insisting that the proceeds must 
be spent within the lending country. This principle was 
adopted to an increasing degree during the inter-war period 
by Britain, as a sharp contrast to her liberal attitude before 
the First World War. Even the United States resorted to 
it in connexion with the operations of the official Import- 
Export Bank. In the case of Marshall Aid and U.S. military 
aid the rule was that a large part of the dollars received must 
be spent in the United States, though a certain proportion 
was made expendable in the receiving country or on ‘off¬ 
shore purchases’ in third countries. 

Customs tariffs and embargoes on imports are frequently 
adopted not for tlie purpose of protecting domestic indus¬ 
tries against foreign competition, but for the sake of pro¬ 
tecting the national exchange against pressure through an 
adverse trade balance. An outstanding instance of customs 
tariffs adopted for that purpose was that of the McKenna 
Duties. They were adopted during the First World War not 
in order to protect the British motor industry and the other 
industries concerned against American and other foreign 
comj>etition but in order to safeguard sterling against exces¬ 
sive selling pressure. Most of the discriminatory quantita¬ 
tive import restrictions adopted during and after the 
Second World War pursued a similar aim. 

Hitherto we have been dealing with indirect official inter¬ 
vention to safeguard exchanges. The authorities have, how¬ 
ever, a wide variety of means of influencing exchange rates 
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also by means of direct interveniion in the foreign ex¬ 
change market. The object of such intervention is to keep the 
rate stable, or at any rate steady; or to moderate a depre¬ 
ciation or appreciation of the exchange; or to cause such 
a depreciation or appreciation, according to the ends 
monetary policy pursues. 

The maintenance of an absolutely stable exchange rate is 
known as ‘pegging’. It was applied extensively during both 
World Wars. During the First World War free dealings in the 
foreign exchange market were maintained, but the New 
York agents of the British authorities had instructions to buy 
all sterling offered in New York at the official rate of $4.76. 
Likewise the French franc was pegged for years in relation 
to both sterling and the dollar. During the Second World 
War the maintenance of fixed exchange rates was achieved 
not by official intervention in the foreign exchange market, 
but by means of instituting an official monopoly of exchange 
dealings at fixed official rates. 

When in 1951 dealings were resumed in the foreign ex¬ 
change market at London, the authorities fixed the upper 
and lower limits of exchange rates at which they were pre¬ 
pared to buy or sell dollars in order to prevent the sterling- 
dollar rate from rising or falling beyond those limits. Some 
scope was allowed for fluctuations within a narrow range so 
that the policy was not one of pegging but one of maintain¬ 
ing sterling steady around its official parity of $2.80. 

From time to time during the thirties various exchange rates 
were maintained reasonably steady over prolonged periods 
by means of systematic official intervention whenever there 
was a tendency for the rates to depart from the approximate 
level at which the authorities wanted to hold them. 

The aims of the official monetary policy are often more 
ambitious than the mere maintenance of the exchanges at a 
given level. The authorities often deem it necessary for a 
variety of reasons to intervene in order to bring about an 
appreciation or a depreciation of the exchange. Instances of 
the latter course can be found during the period of competi¬ 
tive currency depreciations in the thirties. More often than 
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not the authorities did not actually intervene by operations 
causing their currency to depreciate. They merely abstained 
from supporting it against an adverse trend. This meant that 
while they intervened to buy up any excess of supplies of 
foreign exchanges, they did not intervene to make up for any 
deficiency of supplies but allowed the rate to find its own 
level at which private supply and demand balanced. Over 
a period this meant that they drained the market of a large 
proportion of the foreign exchanges, so that it was unable to 
meet the demand unless and until the exchange deprecia- 
ated. By such means it was possible to build up a foreign 
exchange reserve and to bring the exchange rate to a level 
at which the task of supporting it became easier. 

Throughout monetary history the authorities of various 
countries frequently intervened to prevent an unwanted de¬ 
preciation by methods much more active than those prac¬ 
tised for the purpose of holding the rate at a fixed figure. 
Many instances can be quoted of attempts at ‘squeezing’ 
those speculators who gambled for a depreciation of the ex¬ 
changes concerned. We saw in Chapter 11 that the accu¬ 
mulation or defence of the gold reserve is one of the major 
ends of monetary policy, for the sake of which the authori¬ 
ties are at times prepared to put up with the disadvantages 
of adjustments of parities or fluctuations of exchange rates. 

In the nineties there was a successful squeeze of ‘bears’ 
speculating against Russian rouble notes. The Finance 
Minister, Count Witte, achieved this aim by suddenly for¬ 
bidding the export of rouble notes from Russia. Speculators 
in Berlin who had sold roubles for future delivery were un¬ 
able to deliver the roubles they had sold. As a result of their 
efforts to buy the rate went to a high premium. The specu¬ 
lators were taught a sharp and costly lesson, and for a long 
time they kept away from the rouble. Thirty years later M. 
Poincai^ carried out a somewhat similar ‘bear squeeze’ 
against speculators in francs in 1924. As by then speculation 
was no longer in notes but in exchanges, the prohibition of 
supplying speculators with notes was replaced by a restric¬ 
tion on franc credits to be granted to them. This, together 
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with active intervention with the aid of credits raised in 
London and New York, brought about a sharp apprecia¬ 
tion of the franc and gravely penalized speculators. Since 
French finances remained shaky speculative attacks against 
the franc were resumed from time to time. In 1926 Poin¬ 
care intervened once more successfully and secured stabili¬ 
zation for the franc for a period of ten years. During the late 
thirties, however, the franc came underfire again and many 
attempts at official intervention failed to produce a lasting 
effect. 

It is evident that the authorities stand a better chance of 
effective intervention if they have scope for manoeuvring 
with the exchange. The scope of any manoeuvring is bound 
to be very limited if the rate has to be kept within a very 
narrow range. If the speculators know that sterling will not 
appreciate in any circumstances above $2.82 then their 
risk in speculating against it even when it is quoted at 
the low limit of $2.78 appears to be negligible. Many of 
them may consider it well worth taking on the chance of 
making a large profit in case the authorities should be un¬ 
able to prevent a substantial depreciation. On the other 
hand if the upper limit of sterling exchange is not fixed 
then speculators are not in a position to calculate the extent 
of their risk, which may well be considered by many people 
so heavy as to offset their chances to make profit. This is 
one of the arguments in favour of an ‘ elastic ’ sterling. But 
there are many weighty considerations against it. 

From an early period various Governments recognized 
the advantages of active intervention aimed at bringing 
about an appreciation of the exchange. This was done re¬ 
peatedly and extensively in the sixteenth century by Gres¬ 
ham, who operated on behalf of his Tudor masters in the 
Antwerp market. In a Memorandum to Queen Elizabeth I, 
written some four hundred years ago, he advocated the es¬ 
tablishment of what would be called in modern language an 
Exchange Stabilization Fund, The only reason why his 
advice was not followed was that the Government could 
not spare the funds required for the purpose. Even in the 
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absence of regular resources he managed, however, to 
raise substantially the value of sterling on more than one 
occasion. 

During the ensuing centuries Gresham’s policy of active 
intervention had fallen into disuse. Official foreign ex¬ 
change policy largely followed the principle he stated in 
paragraph 8 (i) of his Memorandum to Queen Elizabeth I: 
‘The waye to rayse the exchaunge for England; By 
making money scante in Lumbard strete.’ 

Throughout the nineteenth century and right up to the 
early thirties of the present century, the British monetary 
authorities largely confined themselves to influencing ex¬ 
change rates by means of raising and lowering interest rates. 
They abstained from active intervention in the foreign ex¬ 
change markets. Under the gold standard exchange rates 
were allowed to take care of themselves. They fluctuated 
freely between gold import points and gold export points. 

Until recently the Bank of England did not even have a 
foreign exchange department of its own. It was not until 
tlie early thirties that the Bank of England assumed an ac¬ 
tive role in the foreign exchange market, acting on behalf 
of the Treasury. After some costly initial mistakes the Ex¬ 
change Equalization Account became a formidable factor, 
and its interventions were on balance highly successful. By 
the middle tliirties it became so efficient that speculators 
left sterling severely alone, and the turnover in foreign ex¬ 
changes was largely confined to genuine commercial and 
arbitrage operations. The authorities intervened from time 
to time in order to prevent or mitigate the effect of seasonal 
or other temporary demand for dollars. Some big require¬ 
ments such as those of large tobacco-importing countries 
were satisfied directly in circumvention of the market in 
order to obviate the psychological effect of the evidence of a 
sudden heavy demand for dollars. 

Other Central Banks adopted a policy of active interven¬ 
tion long before the Bank of England. During the nine¬ 
teenth and early twentieth centuries it was part of the func¬ 
tions of the Austro-Hungarian Bank to relieve the market of 
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seasonal surpluses of exchanges and to supply the market in 
between export seasons. This together with resistance to 
speculative fluctuations has long been regarded as forming 
part of the normal functions of monetary policy. 

During the First World War the monetary authorities of a 
number of countries embarked on a much more ambitious 
task. They attempted to defend the national currency 
against depreciation in defiance of the fundamental adverse 
trend caused by internal inflation, and the strongly un¬ 
favourable trade balance. Although prices in Britain were 
rising much faster than in the United States, the official 
policy maintained right up to 1919 the sterling-dollar rate 
at a discount of about 2 per cent of the pre-War parity of 
4.86. This was possible so long as imports were handicapped 
by war-time lack of shipping space. Immediately after the 
War, however, lower prices in the United States resulted in 
heavy imports, and when the sterling dollar rate was un¬ 
pegged it immediately depreciated sharply. France and 
Italy had a similar experience. 

In the Second World War exchange stability was 
achieved by exchange control which, together with import 
control, continued during tlie post-War period. For this 
reason it was possible to maintain the exchange rate at its 
War-time figure up to 1949 when the Government felt im¬ 
pelled to devalue sterling. This experience shows that at¬ 
tempts at maintaining exchange at an artificial level are 
liable to fail in the long run even if they are supported by a 
system of controls which tends to isolate to a high degree the 
economy of country concerned from world economy. 



CHAPTER THIRTY-TWO 


Exchange Restrictions 


Exchange restrictions have a direct bearing on the inter¬ 
national monetary situation because their main object is 
usually to prevent a depreciation of the exchanges which 
would take place in their absence. Consequently exchange 
restrictions have a bearing also on the internal monetary 
situation of the country adopting them. For, as we pointed 
out in the last chapter, the internal value of money is liable 
to be influenced considerably by exchange movements. Ad¬ 
mittedly exchange restrictions are used occasionally for the 
purpose of protecting domestic producers or influencing the 
trend of foreign trade for its own sake rather than lor the 
sake of producing a monetary effect. In the majority of 
instances, however, their object is mainly monetary. 

In their origins exchange restrictions mostly assumed the 
form of bans on international movements of coins and pre¬ 
cious metals. The first known instance is the prohibition of 
the import of coins in Sparta. The death penalty was 
imposed on those in possession of hoards of foreign coins. 
This was partly because the possession of such bonds, con¬ 
sisting as they did mostly of the coins of Athens or some 
other hostile State, were taken as evidence of treason. The 
main motive, however, was probably the desire to safeguard 
the local currency of iron bars against being discredited 
through the use of a more valuable and more convenient 
currency. Another instance of early attempts at exchange 
restriction was the efforts of various Roman Emperors dur¬ 
ing the period of decline to check the drain on precious 
metals due to the adverse balance of trade with the East. 

The first legislative evidence of exchange restrictions in 
England is contained in the Statute of Stepney in 1299 
which imposed a ban on the export of coins. Subsequent 
statutes confirmed this and extended it to cover the export 
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of bullion. This restriction remained more or less in force 
right up to 1819. It was the manifestation of the bullionist 
conception which dominated economic thought during the 
late Middle Ages and the beginning of the modem period. 

It is easy to criticize the short-sightedness of the policy 
trying to prevent the export of coin and bullion by means 
of embargoes and by compelling exporters to surrender 
the proceeds of their exports to the authorities. Admitted¬ 
ly these devices caused a great deal of inconvenience and 
were not easily ^ iiforceable. The alternative device to 
restrictions was, however, competitive debasement, which is 
obviously the worse of the two evils. The dilemma which 
confronted various Governments during the fourteenth and 
fifteenth centuries was substantially the same as the one that 
confronts many present-day Governments, namely, whether 
to allow their exchanges to depreciate or to bolster them up 
with the aid of exchange restrictions. Both solutions were 
resorted to during that period. Exchange restrictions were 
considered preferable and were almost constantly in force. 
They had to be supplemented, however, from time to time 
by debasements largely because they could not be enforced 
to a sufficient extent to safeguard the supply of coins and 
precious metals. 

The Statute of Westminster in 1343 was inspired by bul¬ 
lionist policy. It laid down the rule that merchants export¬ 
ing wool must surrender two marks of silver for each sack of 
wool exported. Similar measures were passed on many sub¬ 
sequent occasions. During the same period attempts were 
also made to apply the bilateralist principle of balancing 
trade with individual countries through the Statute of Em¬ 
ployment under which foreign merchants selling goods in 
England were compelled to spend the proceeds on the 
purchase of English goods within a limited period. 

In addition to restrictions on bullion movements and on 
the disposal of the proceeds of exports, restrictions on trans¬ 
fers of money abroad by means of bills of exchange also 
made their appearance at an early stage. Bills of exchange 
as a means for settling claims arising from foreign trade were 
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first adopted in Italy during the thirteenth century, and be¬ 
came increasingly popular in England largely through the 
activities of Italian merchants and bankers established in 
London. Nor were they confined to direct payments for 
foreign trade transactions. They became a favourite method 
of transferring balances whenever this was more profitable 
than bullion shipments or whenever bullion shipments were 
forbidden. It took some time before the rulers and their ad- 
^^scrs realized that from the point of view of their supplies of 
coins it makes little difference in the long run whether the 
proceeds of imports into their countries are remitted 
through the physical transfer of precious metals, in coin or 
bullion, or through transactions in bills of exchange. In a 
number of Statutes ~ for instance in a Statute of Richard II 
in 1390-the shipment of coin and bullion is forbidden, but 
transfers through bills of exchange were lawful. As a re¬ 
sult it became the regular practice of Italian merchants to 
secure the remittance of the proceeds of their exports to 
Britain by means of triangular exchange operations through 
the Low Countries. They employed sterling bills for the 
settlement of their purchases in the Low Countries, and the 
latter used these sterling bills in payment for wool, and later 
for cloth, imported from England. As a result England lost 
the bullion proceeds of these wool and cloth exports as effec¬ 
tively as if she had allowed the Italians to repatriate their 
balances in the form of bullion. 

It took some time to realize tliis fact. When it was eventu¬ 
ally realized Statutes were enacted forbidding transactions 
in bills of exchange except under special licence. The pre¬ 
amble of the Statute passed under Richard III in 1483 ac¬ 
cused the Italians of transferring money by exchange ‘ to the 
king’s great damage and to the impoverishment of his sub¬ 
jectsIt was repealed two years later by Henry VII, under 
whose efficient administration the country’s monetary posi¬ 
tion became sufficiently strong to make such extreme 
measures of restriction superfluous. It had to be resorted 
to again, however, under the less prudent administration of 
Henry VIII. In 1531 merchants were forbidden once more 
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to engage in exchange transactions without special licence. 
For the rest of the Tudor regime the granting of such 
licences was made the responsibility of the Royal Exchanger. 
Among others Sir Thomas More filled that important post 
for some time. 

Throughout the sixteenth century lively controversy was 
raging around the question whether or not to prohibit ex¬ 
change transactions. Gresham himself was against them be¬ 
cause he felt confident that it was possible to safeguard the 
exchanges by means of intervention instead of restrictions. 
We saw in the last chapter that his confidence in this respect 
was well founded on achievement. Nevertheless he himself 
resorted to exchange restrictions on occasions, compelling 
English merchants to surrender to him the proceeds of 
their sales of cloth in Antwerp. 

Disposal of the bullion owned by the subjects was con¬ 
sidered a royal prerogative which was exercised by Charles I 
in 1640 when he seized the bullion deposits of merchants in 
the Tower. Under Charles II there were indications of a 
more liberal tendency. The re-export of foreign coins and 
bullion was permitted. It was not until the early part of the 
nineteenth century, however, that freedom of bullion move¬ 
ments was fully established. During the period of economic 
liberalism the art of exchange restrictions came to be for¬ 
gotten altogether, so that when it became necessary to rcvei t 
to them during the two World Wars all the rules had to be 
learnt from the beginning. In any case in the meantime the 
entire monetary system had undergone considerable changes. 

Such was the reluctance to depart from liberal principles 
that for a long time during the First World War it remained 
legally possible to export gold. I’he Bank of England’s 
notes remained convertible. It was not by legislative mea¬ 
sures but by refusal of shipping space and facilities under 
the War Risk Insurance scheme that a de facto embargo on 
gold exports was gradually adopted. Not until after the end 
of the war was the export of gold made illegal. All the time 
the foreign exchange market remained free of restriction and 
was controlled by means of intervention. In other countries, 
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on the other hand, exchange restrictions were put in opera¬ 
tion during the war and the export of precious metals was 
prohibited. Most of these restrictions were removed after the 
stabilization of the currencies during the twenties. 

During the monetary crises that followed the suspension 
of the gold standard in 1931 Britain retained the freedom of 
exchanges and bullion movements, preferring to allow ster¬ 
ling to depreciate rather than to hold it stable by means of 
restrictions. Germany, on the other hand, having had an 
overdose of currency depreciation after the First World War, 
considered restrictions the lesser evil. A number of countries 
in Central Europe and elsewhere followed the German ex¬ 
ample, while others got the best or worst of both worlds 
by adopting exchange restrictions at the same time as de¬ 
valuing their currencies. 

Let us now examine briefly the various types of exchange 
restrictions that came to be adopted by most countries after 
1931, and more especially during and after the Second 
World War. They can be divided, broadly speaking, into 
two categories according to whether they aim at restricting 
capital movements or current trade transactions. An un¬ 
official embargo on long-term investments abroad was in 
force in Britain for many years before 1939. At the outbreak 
of the War it was reinforced by an official ban on transfer of 
capital outside the Sterling Area. The British authorities 
went even further by ordering the surrender of existing hold¬ 
ings of foreign currencies and foreign investments. During 
the First World War it was sought to achieve the same end 
without applying compulsion, by imposing a special tax 
on the yield of securities which the Treasury wanted to 
secure for its own requirements. By the beginning of the 
Second World War liberal traditions had weakened suffi¬ 
ciently for the Government to adopt unhesitatingly direct 
official restrictions in this sphere as in the sphere of bullion 
exports. Most belligerent and many neutral Gk)vernments 
acted likewise. 

It was not until some months after the outbreak of the 
Second World War that the Britbh authorities realized the 
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need for restricting the disposal of the proceeds of exports, 
In theory the measure compelling the surrender of foreign 
assets appeared to be sufficient. In practice the freedom of 
exporters to dispose of their assets left a very large loophole 
with the aid of which it was possible to build up large illicit 
foreign balances. To prevent this it was made compulsory 
for exporters to surrender the proceeds of their sales abroad. 
In the interests of an effective enforcement of exchange 
rc^strictions, free dealings in exchanges were suspended. 
Exporters and others in possession of foreign currencies had 
to surrender their holdings to an authorized dealer and the 
latter had to surrender it to the Bank of England. Importers 
and others requiring exchange for approved purposes had to 
apply for the allocation of the necessary amounts through 
their banks to the Bank of England. The latter became the 
sole source through which most foreign currencies were 
obtainable. It had fixed buying and selling rates with a 
narrow margin between them. It also sold forward ex¬ 
changes to importers at fixed rates. 

Although at the beginning of the War there were many 
loopholes through which exchange restrictions could be 
evaded, in the course of time the system became almost 
watertight. Its enforcement was made easier through 
Britain’s insular position which obviated the need for con¬ 
trolling long land frontiers. War-time conditions made it 
comparatively easy to control traffic through the ports and 
also to keep an eye on communications by means of postal 
and telegraphic censorship. In Germany a watertight con¬ 
trol had already been achieved before the War by the appli¬ 
cation of draconian measures which in time of peace are 
only possible in a totalitarian country. 

The operation of exchange restrictions in various countries 
provided an opportunity for the adoption of a wide variety 
of monetary devices. In 1931, the system of "exchange clear¬ 
ing’ was inaugurated between Hungary and Switzerland. 
It was subsequently adopted by a large number of countries, 
In substance it is a sophisticated version of the Statutes of 
Employment that operated in England many centuries 
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earlier. The basic principle was that the proceeds of exports 
had to be spent in the importing country. The system lent 
itself to an almost infinite variety of methods that came to 
be known as ‘Schachtian devices’, even though the ex- 
President of the Reichsbank did not invent all of tliem. Sub¬ 
stantially they were based on the principle tliat in a troubled 
world the debtor is in a strong position to insist that credi¬ 
tors should go out of their way to enable him to pay his 
debt. The system was grossly abused by Germany before 
and during the War. Having bought large quantities of 
goods from her various satellite countries in Central and 
South-East Europe, they were compelled to buy from 
Germany unnecessary goods - such as mouth organs and 
aspirins — or goods at high prices, in order to receive pay¬ 
ment at all. Nevertheless, the system lias the advantage of 
making creditor nations realize that they must import in 
order to be able to export. 

We said earlier in this chapter that one of the main 
objects of exchange restrictions is to prevent the transfer of 
capital. In Britain and otlier countries war-time restrictions 
were imposed not in order to prevent foreigners from with¬ 
drawing their capital, but in order to prevent British 
nationals from sending their capital abroad. In Germany, 
on the other hand, the object of restrictions adopted in 1931 
was to prevent the withdrawal of national as well as foreign 
capital. Subsequently similar restrictions were also imposed 
in Britain, though sterling was not blocked as a rule in the 
strict sense of the term. For one thing it was always pos¬ 
sible to transfer capital within the Sterling Area. Foreign 
holders of sterling were also in a position to switch tlieir 
investment subject to certain limitations. Above all foreign 
owners of sterling were permitted to sell their sterling to 
residents of their own country or of the group of countries 
to which their country belonged from the point of view of 
British exchange regulations. Various types of sterling 
accounts developed with varying degrees of transferability. 
Accordingly in foreign exchange markets abroad they were 
quoted at varying rates. 
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This system, described as ‘multiple currency practice’, 
was brought to a fine art in Germany before tlie war. The 
various types of reichsmarks held by foreign owners were 
allowed to be used for certain strictly defined purposes. 
Some of them were available to travellers in Germany; 
others could be spent on certain types of German goods. 
If the German Government was keen on stimulating the 
export of some goods, permission was granted for these goods 
to be paid for in certain types of blocked reichsmarks. Owing 
to their limited use these reichsmarks were quoted at a 
substantial discount abroad as a result of which foreign 
importers were able to secure the goods in question - tlic 
so-called ‘ additional exports ’ ~ at a low price. 

Another system of multiple exchange rates was the one 
practised in the Argentine. Before the war exporters were 
compelled to siu-rcnder their foreign exchange to tlie 
Government at a rather unfavourable rate, while importers 
had to bid against each other at auctions to obtain the 
foreign exchange they needed. Tliis practice secured con¬ 
siderable profit to the Argentine Government. After the war 
the system pursued was that of differential exchange rates 
according to the tyqjes of imports and exports. If the Argen¬ 
tine Government wanted to stimulate the import of certain 
goods the necessary foreign exchange was allotted to impor¬ 
ters at a favourable rate, otherwise they had to pay much 
less favourable rates. Conversely if the Argentine Govern¬ 
ment wanted to encourage certain exports the exporters 
received more favourable rates when surrendering their 
foreign exchanges. It would be easy to multiply the instan¬ 
ces of the more or less involved currency practices arising 
from exchange restrictions. The above instances should 
suffice, however, to give the reader an idea of the nature of 
these practices and tlie range tlicy cover. 

In most instances the original object of exchange restric¬ 
tions was to keep down tlie demand for foreign currencies 
within the limit of the supply and to ensure that the 
supply available is used for approved purposes. In the course 
of their application, however, tlie purpose of exchange 
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restrictions usually tends to broaden. From a technical device 
they are apt to develop into a major instrument of economic 
policy. Behind the shelter of exchange restrictions the dom¬ 
estic price level is apt to lose touch with the world level to 
some extent. The wider the discrepancy, the more stringent 
are the measures needed to bolster up the artificial position. 
The belief in the possibility of isolating the national economy 
from world economy with the aid of exchange restrictions 
tends to encourage the adoption of costly inflationary eco¬ 
nomic and social policies, such as a country under a liberal 
monetary regime could not risk in face of international 
competition. Beyond doubt those policies are apt to secure 
considerable advantages under the shielding cloak of re¬ 
strictions, but only at the cost of making the situation 
increasingly artificial and dependent for its existence on 
the elBciency of isolation. Whether the result is worth the 
cost is largely a matter of opinion and one of degree. 

In the democratic countries, it was found to be impossible 
for any one country to isolate effectively the national 
economy with the aid of exchange control from world 
trends. In spite of the efficiently enforced elaborate exchange 
control that was retained in Britain after the Second World 
War the trade recession in the United States during 1947 
reacted sharply on her monetary position. So in a different 
way did the boom provoked by the Korean War, stock¬ 
piling, and the rearmament drive in 1950-51. Above all it 
became evident in 1949 - when sterling had to be devalued 
as a result of persistent speculative pressure - and to a less 
extent on other occasions that exchange restrictions were 
inadequate safeguard in face of a speculative campaign 
against its currency. It is true under a regime of exchange 
controls it is impossible to undertake speculative operations 
in the pre-war sense of the term. British banks are not per¬ 
mitted to grant credits to foreign banks so that the extent 
to which foreign speculators arc in a position to ‘go short^ 
in sterling - that is, to sell for future delivery sterling they 
do not possess - is limited. There are, however, other ways 
in which sterling is apt to become undermined through a 
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persistent speculative campaign. Foreign debtors in sterling 
may defer payment as long as possible if they anticipate a 
devaluation, in order to be able to repay their debts in 
cheaper sterling. Importers of British goods are inclined 
to defer their orders for fear that their competitors might 
be able to cover their requirements a little later with the aid 
of cheaper sterling and would be able therefore to sell their 
British goods at lower prices. 

Whether or not these anticipations prove to be correct, so 
long as they prevail they are apt to cause a heavy drain on 
the gold reserve. No exchange restrictions are able to safe¬ 
guard the currency against such a drain. Nor is there any 
way of ascertaining the potential limits of the adverse pres¬ 
sure. Unless tlie gold reserve is well above immediate re¬ 
quirements it might decline below danger level before the 
drain comes to an end. 

Notwithstanding their shortcomings and disadvantages, 
exchange restrictions arc in given circumstances the lesser 
evil. Inconvenient as they are, the community may have to 
put up with them in the interests of safeguarding the 
national economy from the shocks of heavy international 
capital movements and exaggerated speculative attacks. 
Nor is it possible to minimize their inconvenience by re¬ 
laxing their severity. According to a popular conception the 
ideal solution would be to confine restrictions to capital 
transfers while allowing complete freedom for payments 
arising from current commercial transactions in the broader 
sense of the term. Unfortunately, freedom of commercial 
transactions rules out the possibility of effective control over 
capital transfers. Exchange restrictions are indivisible. Any 
substantial degree of liberalization can only be achieved at 
the expense of their efficient enforcement. 

What is essential is that the Governments operating ex¬ 
change restrictions should not work under the misconcep¬ 
tion that they possess the means by which they can isolate 
effectively the national economy from the world economy. 
They should realize the limitations of their means which 
are useful up to a point but are not all-powerful. Any 
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fundamental disequilibrium that is allowed to develop behind 
the screen of exchange restrictions is bound to avenge itself 
sooner or later. Nor are exchange restrictions able to safe¬ 
guard the gold reserve against the effect of developments 
outside the country. In 1949 a minor trade recession in the 
United States was sufficient to undermine the resistance 
of sterling. It is well to bear in mind the lessons of that 
experience. 



CHAPTER THIRTY-THREE 


Physical Controls 


The use of pliysical controls as means of monetary policy 
is one of the most highly controversial sections of a highly 
controversial subject. They are ignored in most pre-war 
books on monetary policy. In so far as post-war literature 
deals with them they are almost invariably treated as an 
expedient for which there may be an explanation and 
possibly even an excuse in time of war but which is some¬ 
thing entirely abnormal and reprehensible in time of peace. 
Yet physical controls have been in use as a normal device 
of monetary policy from very early times. In particular 
physical control of foreign trade to safeguard or increase the 
monetary stocks of precious metals have been a generally 
adopted practice for many centuries. It was only during the 
liberal nineteentli century that these means of monetary 
policy, together with exchange control and price controls, 
fell into disuse in most countries. Those brought up amidst 
the liberal traditions of a more stable period strongly re¬ 
sent the revival of physical controls since the thirties of this 
century. They are understandably inclined to condenm the 
use of physical controls as an unmitigated evil in all con¬ 
ceivable circumstances except in lime of war. 

Beyond doubt there is a strong case against the perpetua¬ 
tion of physical controls as means of peace-time monetary 
policy. In given circumstances, however, there are valid 
arguments in their favour. In any case owing to their wide¬ 
spread use it is necessary to examine them. In the unsettled 
conditions of the post-war world some degree of physical 
controls has come to stay in most countries. Their use as a 
means of monetary policy is likely to increase whenever 
conditions become more difficult. 

For our present purpose physical controls mean direct 
Government intervention to determine the volume and 
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nature of production, distribution, consumption, and foreign 
trade. All such controls may be used as very effective means 
of monetary policy. They had already been so used exten¬ 
sively before the Second World War, owing to the realiza¬ 
tion that in the then prevailing conditions it was inexpedient 
to rely entirely on the automatic working of economic ten¬ 
dencies or even on conventional means of monetary policy. 

Government intervention to determine production may 
serve non-monetary economic purposes. It may aim at 
raising the standard of living or the taxable capacity of the 
community. It may want to add to the military strength of 
the nation by increasing its economic strength. It may con¬ 
stitute a means of monetary policy if government interven¬ 
tion to raise the volume of production by non-monetary 
means aims at keeping down or lowering the price level, 
or at improving the exchange position by increasing the 
exportable surplus and by replacing imports by home pro¬ 
duction. These aims may be pursued through conscription 
or direction of man-power. Such intervention need not be 
confined, however, to an effort to raise the total output. It 
may aim at influencing the output of some specific cate¬ 
gories of goods, and diverting man-power from the produc¬ 
tion of goods which are not considered essential from the 
point of view of the monetary policy that is pursued. 

Productive capacity may be diverted from certain lines 
to other lines not only for reasons of monetary policy but 
also from considerations of social utility, or from a variety 
of economic considerations. Such measures may serve the 
purposes of rearmament. Controls of production constitute 
means of monetary policy only if they aim at influencing 
the price level or the balance of payments. Under the mer¬ 
cantilist system governments planned the production of 
their countries with the object of improving the balance of 
payments and thereby securing an inflow of monetary 
metals. This object is very much in the mind of govern¬ 
ments in modern times also, though it does not occupy 
quite such a central position in their policies as it did during 
the days of mercantilism. Britain’s post-war policy aimed at 
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reserving much of the country’s productive power for in¬ 
dustries which are in a position to export, especially to the 
dollar area, or which produce goods that would obviate the 
need for imports, especially from the dollar area. Dis¬ 
crimination in the allocation of raw materials in favour of 
dollar-earning or dollar-saving industries clearly indicated 
the predominantly monetary character of the motive behind 
these physical controls. 

Selective control of production may aim at keeping down 
or lowering the price level either from, the p>oint of view of 
the domestic monetary situation or for the sake of improving 
the balance of payments. To that end production is diverted 
from luxuries to necessities in order to keep down the prices 
of the latter by increasing their supply. This is essential from 
the point of view of keeping down the cost of living and the 
cost of production. Standardization is yet another method 
of official intervention aiming at keeping down or reducing 
prices. One of the main purposes of the Utility scheme oper¬ 
ated in Britain during the Second World War and right up 
to 1952 was to lower the cost of production by means of 
mass production. This served the dual purpose of keeping 
down prices for the domestic consumer and increasing the 
competitive capacity of British producers in foreign markets. 
When it was found that in a buyers’ market the quality of 
utility goods no longer satisfied Britain’s overseas customers, 
the scheme was abandoned. 

Government intervention need not necessarily aim at 
keeping down prices. In special circumstances it may aim 
at keeping up or raising prices of staple exports. It is true 
that the main object of ‘valorization’ schemes is to safe¬ 
guard the interests of the substantial section of the population 
directly or indirectly dependent on the production of these 
goods. This is a non-monetary aim. But the adverse effect 
of unduly low export prices on the balance of payments and 
on the monetary situation also plays an important part in 
the adoption of such devices. In some instances the stocks 
of staple products bought by the Government were kept in 
buffer pools to be released as and when market conditions 
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became more favourable. Some of these supplies were 
eventually destroyed in the interest of maintaining high 
prices. This was done in the Brazilian coffee valorization 
scheme during the inter-war period. Alternatively the 
Government intervened to limit the production of the com¬ 
modities concerned. Thanks to higher prices of the staple 
exports the terms of trade changed in a favourable sense. 

Physical controls may play a very important part in the 
sphere of distribution. Although rationing is usually re¬ 
garded as a means of social policy ensuring equal shares fir 
all, it is at the same time a most important means of mone¬ 
tary policy. Combined with price controls it is aimed at 
suppressing the full effect of inflation on the price level. It 
has come to be regarded as an indispensable device in time 
of war, and also during difficult periods in times of peace. 
At the beginning of the Second World War the govern¬ 
ments of belligerent countries had to choose between two 
alternative economic policies. They could have prevented 
an increase of purchasing power through the application of 
highly drastic taxation. Or they could ensure by means of 
rationing that in spite of the expansion of purchasing power 
everybody should receive a fair share of the limited supplies 
of essential goods. Although they went a long way towards 
adopting the first alternative, they could not have carried 
it to its logical conclusion without hampering the war effort 
by depriving producers of the incentive of the profit mo¬ 
tive. For this reason, instead of embarking on a hundred 
per cent disinflationary policy of taxation they tolerated 
a certain degree of inflation as an incentive, and adopted 
rationing for the sake of ensuring equal distribution of 
necessities. 

When it is considered inevitable to inflate in the interest 
of national defence there are two ways in which the excess 
of purchasing power can be dealt with, in so far as it 
cannot be mopped up by means of borrowing. If prices 
are allowed to rise in accordance with the increased pur¬ 
chasing power, supply and demand become balanced at a 
higher price level. This has the disadvantage of accelerating 
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the pace of infiation, for in the circumstances higher prices 
inevitably increase the Budgetary deficit and thus lead to 
the creation of additional purchasing power. They also lead 
to wages demands. The alternative is to control prices at 
a relatively low level. In the absence of physical controls 
this would result in a rapid depletion of the supplies which 
on the basis of the artificially low prices are necessarily in¬ 
ferior to the inflated Icmand. For this reason it is essential 
that price controls should be accompanied by rationing 
whenever practicable. The combination of price control and 
rationing prevents the consumers from spending on essential 
goods too much of their inflated purchasing power. And 
since the production of luxuries is restricted by physical con¬ 
trols a situation may arise in which the public has to save 
willy-nilly a large part of its surplus purchasing power in 
the absence of opportunities to spend it. The nation is thus 
forced to save part of its earnings and the Government is 
able to employ a substantial proportion of the nation’s 
financial resources and productive capacity for the economic 
requirements of the war effort, or of rearmament. 

However necessary physical controls may be in pursuit of 
war-time monetary policy, their use in time of peace gives 
rise to much temptation to over-spend, because of the pos¬ 
sibility of suppressing the normal effects of inflation. The 
idea that it is possible to have ‘ inflation without tears’ may 
go a long way towards encouraging tlic pursuit of a policy 
of non-stop inflation in time of peace. While it may be in¬ 
tended to be moderate, such inflation is liable to gather mo¬ 
mentum as it proceeds. The application of physical controls 
to suppress the visible effects of inflation on prices and on 
supplies is apt to create a vicious spiral. The continuation of 
inflation tends to make controlled prices increasingly arti¬ 
ficial and to add to the cost of subsidies with the aid of 
which these prices are kept down. Larger subsidies, in turn, 
mean a larger inflationary Budget deficit. 

Finally, physical controls in the service of monetary policy 
include controls over foreign trade. Historically speaking, 
these were the first physical controls to serve monetary ends. 
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The mediae^^al kings in England and on the continent 
adopted a series of measures of direct control to ensure tliat 
imports did not exceed exports. In modem times physical 
controls of imports for monetary purposes include general 
bans on imports and the imposition of bans on imports from 
‘hard currency* countries. They also include the imposition 
of import quotas, fixing quantitative limits to certain im¬ 
ports from certain countries. 

Needless to say, Government intervention to check im¬ 
ports may serve many non-monetary ends such as the pro¬ 
tection of domestic industries in order to ensure full employ¬ 
ment. Its essentially monetary character is particularly pro¬ 
minent when import restrictions are adopted in order to 
safeguard the balance of payments and avoid tlie necessity 
for the devaluation of an over-valued currency. Although 
the same effect can be achieved also by means of exchange 
control, very often both devices are employed at the same 
time in order to make the system watertight. On other occa¬ 
sions it is not practicable or expedient to resort to exchange 
restrictions, and the Government depends entirely on quan¬ 
titative import restrictions for the defence of its exchange. 

Physical controls are often presented as an alternative to 
financial controls. In given circumstances, however, they 
complete each other. Even those who disapprove of controls 
for the sake of controls must at times yield to some extent 
to practical necessity. Controls should not, however, be 
used for their own sake, only when their use is made 
necessary by conditions in which their absence would make 
it difficult or costly to achieve the legitimate ends of mone¬ 
tary policy solely with the aid of financial devices. 



CHAPTER THIRTY-FOUR 

Other Economic Devices 


Monetary policy decisions, in addition to serving imme¬ 
diate monetary ends, often serve broader economic ends. 
Conversely, measures in the sphere of economic policy often 
serve the purposes of monetary policy. The reciprocity of re¬ 
lations between monetary policy and economic policy may 
best be characterized by the saying, well known in golfing 
circles, that he who plays golf for the sake of keeping fit is 
wise, but he who endeavours to keep fit for the sake of play¬ 
ing good golf is even wiser. Monetary policy is pursued in 
the interests of a healthy economy, but efforts are often made 
to improve economic conditions for the sake of achieving 
sound monetary conditions. 

This does not mean that all action of economic policy 
which tends to affect the monetary situation should be con¬ 
sidered to come within the sphere of monetary policy. Very 
often the monetary effect of such action is secondary, inci¬ 
dental, or purely unintentional. It is only if economic action 
is taken at least partly for the sake of producing a monetary 
effect that it constitutes a device of monetary policy. 

The introductory paragraph of this chapter may convey 
the impression that economic action taken for the sake of 
monetary effect is always necessarily in the right direction. 
Unfortunately this is by no means so. As we pointed out in 
an earlier chapter, a bad monetary policy is none the less a 
monetary policy for being bad. 

The monetary situation can be influenced to a considerable 
extent through economic devices affecting production. Mon¬ 
etary inflation can be reversed either through monetary de¬ 
flation or through an increase in the volume of goods to off¬ 
set the excessive volume of purchasing power. A successful 
production drive is an effective disinflationary device, pro¬ 
vided that it is not accompanied by an increase in the wages 
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bill which is as large as, or larger than, the increase of tlie 
output. It is true that increasing production is usually pre¬ 
ceded by rising prices because it is achieved through more 
capital investment, higher employment, and higher wages. 
In so far, however, as productivity is increased through a 
better utilization of equipment and labour and through 
harder work, it is definitely a very effective disinflationary 
device. This was one of the reasons why throughout the 
post-war period frequent appeals have been made to indus¬ 
trial workers in general and mineworkers in particular to 
work harder. An increase of productivity tends to produce a 
disinflationary effect not only by increasing the volume of 
goods available, but also by reducing the cost of produc¬ 
tion per unit. Any Government action taken in order to 
increase productivity for the sake of lowering prices or pre¬ 
venting their rise constitutes a monetary policy device. We 
saw in the last chapter that there is ample scope for such 
action in the sphere of physical controls. But the Govern¬ 
ment can intervene to increase the output without neces¬ 
sarily resorting to physical controls. 

Another economic device serving monetary ends in llie 
sphere of production is the encouragement of certain 
tranches of production - if necessary at the expense of other 
branches - to increase the supply of necessities in order to 
keep down the cost of living. The same volume of output 
tends to produce a different effect on the monetary situa¬ 
tion according to the proportion which represents necessi¬ 
ties. This subject was already touched upon in the last 
chapter in connexion with the physical control of produc¬ 
tion. In this chapter we are concerned with diversion of 
productive efforts in the desired directions through other 
devices. If an unduly large proportion of productive capa¬ 
city is used for the production of luxuries the volume of out¬ 
put of necessities tends to be inadequate in comparison with 
the increase in the purchasing power of consumers. Conse¬ 
quently the prices of necessities, in so far as they cannot be 
controlled, tend to rise, leading to wages demands and the 
accentuation of the upward movement of the inflationary 
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spiral. To the extent to which the prices of necessities are 
controlled but demand for them cannot be satisfied owing 
to the inadequacy of the output, the surplus purchasing 
power is used either for the purchase of necessities at higher 
prices on black markets or for the increase of demand for 
goods the prices of which are not controlled. In either case 
the inadequacy of the output of necessities tends to accentu¬ 
ate the rising trend of prices. The remedy is, of course, a 
diversion of productive capacity from luxuries to necessities 
as a means of counteracting or moderating the rise in 
prices. 

It is possible to divert productive capacity in the desired 
direction through physical controls - dealt with in the last 
chapter - affecting the allocation f)f raw materials, fuel, 
man-power, etc. The alternative device is the fixing of wages 
in accordance witli the extent of the need for increasing or 
reducing the output in particular industries. 

If it were practicable to adopt a national wages policy it 
would provide a method of diverting productive capacity 
from luxuries to necessities, thereljy influencing production 
in a sense favourable to the requiremetits of anti-inflationary 
monetary policy. Under a national wages policy the wages 
in various trades, instead of being determined by the relative 
scarcity of labour in the trades concerned and by the level 
of prices that buyers of the goods concerned are prepared to 
pay, would be determined by the aims of economic policy to 
encourage the production of certain goods and to discourage 
the production of others. In the absence of a wages policy 
producers of luxuries who can afford to pay high wages 
arc able to divert much-needed man-power from the pro¬ 
duction of necessities. With the aid of the national wages 
policy it would have been possible during the post-war 
period to secure the man-power needed for a substantial in¬ 
crease of the coal output without having to outbid less essen¬ 
tial trades competing for the man-power. This would have 
materially improved the monetary situation in Britain after 
the Second World War, both through the increase in the pro¬ 
duction of necessities, the regulation of the wages spiral, and 
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the improvement of the balance of payments. Under a 
national wages policy it would have been possible to liqui¬ 
date redundant sections of the textile industry by fixing 
wages lower in comparison with those fixed in other indus¬ 
tries which, with the aid of increased man-power attracted 
by higher wages, could have more effectively served tlie 
export drive and would have contributed towards the 
strengthening of sterling. Under a correctly conceived and 
efficiently executed wages policy textile wages ought to have 
been lowered in comparison with engineering, shipbuilding, 
coal mining, etc., wages, in order to provide an inducement 
for a voluntary transfer of labour to industries which are in 
a better position to contribute to the export drive. In tlie 
absence of such policy even when in 1952 large-scale un¬ 
employment developed in the textile industry it was ver y 
difficult to induce textile workers to switch over to other 
industries rather than remain unemployed in the hope of 
securing re-employment in the textile industry. The ab¬ 
sence of a national wages policy was largely responsible for 
Britain’s inability to build up a sufficiently large gold reserve 
to prevent, or at least mitigate, the bi-annual sterling crises 
after the Second World War, 

The above example shows the importance of mobility of 
labour as an economic factor of monetary policy. Mobility of 
labour can be increased by devices other than a national 
wages policy. One of the objects of the housing drive is pre¬ 
cisely to increase the mobility of labour so as to make it pos¬ 
sible to re-employ, to the best advantage to the national 
economy, workers who become unemployed and who can¬ 
not find employment in their own districts. Owing to the 
shortage of housing accommodation the degree of mobility 
of workmen, especially those with families, is very low. Con¬ 
sequently local pockets of unemployment can exist for a 
long time in some districts even though other districts are 
able to offer employment and attractive wages. Thus the 
housing drive may also be regarded as serving partly mone¬ 
tary purposes, since its success in increasing the mobility of 
labour would lead to a disinflationary increase in produc- 



Other Economic Devices 319 

tion in general and to an increase in the production of ex¬ 
portable goods in particular. 

Easing of the housing shortage as a means for the internal 
and external strengthening of sterling could be achieved not 
only through a housing drive aiming at satisfying the de¬ 
mand for accommod ion, but also through a reduction of 
that demand by means of an increase of rents. It is largely 
owing to the artificially low level of rents resulting from rent 
control and the subsidizing of council houses that the supply 
of housing accommodation was unable to catch up with the 
demand after the Second World War. The artificial char¬ 
acter of controlled rents became accentuated through the 
sharp rise in practically every other item in the cost of 
living. The system that operated in this sphere in Britain 
and in many other countries created an absurd situation, in 
that the State authority artificially stimulated demand for 
something which it was unable to supply in adequate quan¬ 
tities and which it was unable to ration to secure equitable 
distribution of the limited supply. A decontrol of rents or a 
substantial increase of the level of controlled rents, by re¬ 
ducing the inflated demand for housing accommodation, 
would have gone a long way towards solving the problem of 
housing shortage and thereby increasing the mobility of 
labour. On the other hand, the beneficial effect of this on 
the monetary situation would have been offset to a large 
degree by the rise in the cost of living caused by higher 
rents, leading to more wages demands. Moreover, the policy 
has distinct disadvantages from a social and political point 
of view. Even so, the balance of advantages is distinctly on 
the side of an upward adjustment of rents. In Britain the 
Housing Repairs and Rents Bill, introduced in 1953, 
a modest first step in that direction. 

An economic device which has a very close bearing on 
monetary policy is the Government’s attitude towards the 
adoption of the system under which wages and salaries 
are adjusted to changes in the cost of living index. The 
Government can encourage the increasing adoption of that 
system by applying it in the Civil Service or by adopting 
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legislation ensuring its application by private employers. 
This latter device is in operation in Australia, where there 
is provision to that effect in the Constitution. An article in 
the Australian Supplement of The Economist of 7 March, 
1953, remarks that Australia is the only country in llie 
world in which inflation is written into the Constitution. 
Minimum wages are not fixed by collective bargaining, but 
arc adjusted each quarter by the Federal Arbitration Court 
on the basis of the cost of living index. Beyond doubt this 
system is calculated to accelerate the pace of inflation by 
cutting dow7i the time-lag between a rise in the cost of living 
and the rise in the cost of production through higher wages. 
Governments and Parliaments are inclined to adopt or en¬ 
courage this system, or at any rate abstain from resisting 
its adoption, out of sheer necessity, for social or political con¬ 
siderations. Nevertheless, it is not altogether unjustifiable to 
regard its adoption as a device of monetary policy, because 
it tends to mitigate the elfect of inflation on the wage-earn¬ 
ing classes and to avert troublesome industrial disputes 
which would produce inflationary effects through reducing 
the output. It is one way of reducing some of the evil social 
effects of inflation at the cost of accentuating the speed of its 
progress. Its adoption implies taking the line of least re¬ 
sistance as an alternative to adopting a firmer anti-inflation¬ 
ary policy which would resist pressure for the adoption of 
the index number standard. 

In the sphere offoreign trade, too, economic devices can be 
applied as instruments of monetary policy. From this point 
of view it is necessary to discriminate between conditions of 
full employment and those of large-scale unemployment. 
A country which is producing to the limit of its capacity 
cannot increase its exports or reduce its imports without 
affecting the volume of goods available to satisfy domes lie 
demand. In such countries an adverse trade balance is an 
anti-inflationary device because by increasing the supply of 
goods available it tends to prevent or mitigate the rise in 
trend f)f prices due to excessive purchasing power. Con¬ 
versely in such circumstances the succc^ss of an export drive 
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necessarily reduces the already inadequate supplies of goods 
available to satisfy domestic demand. It therefore tends to 
accentuate the rising trend of prices. 

It is only in exceptional circumstances that Governments 
may resort to a deliberate increase of the adverse trade 
balance for the sake of counteracting an inflationary trend. 
This was done in some countries of Western Europe im¬ 
mediately after the Second World War. The devastation 
caused during the hostilities materially reduced their pro¬ 
ductive capacity, a large part of which had to be employed 
for reconstruction purposes. In order to satisfy the urgent 
requirements of consumers and thus to mitigate the bidding 
up of prices of the inadequate supplies of gi;)ods tlie Govern¬ 
ments of these countries endeavoured during the first few 
post-war years to import as much as possible and to refrain 
as far as possible from exjxirting essential goods. Trade nego¬ 
tiations during the early post-war period were n)tally dif¬ 
ferent from the usual trade negotiations in which the parties 
are trying to persuade each otlicr to admit the largest 
possible quantity of each other’s goods. In 1945---7 tlie 
Governments of countries which had sufTc'rcd much physi¬ 
cal devastation were at pains to persuade each other and 
more favourably placed Governments to export more to 
their respective countries without insisting on importing 
more unless they were prepared to accept luxuries. 

When, however, there is unemployment an export surplus 
is an unqualified blessing. It strengthens the monetary situa¬ 
tion by increasing the gold reserve. It does not affect domes¬ 
tic supplies because there is ample productive capacity to 
meet both domestic requirements and export requinments. 
As a decline in the gold reserve is liable to lead to a deprecia¬ 
tion of tlie national currency, export drives and import re¬ 
strictions amidst conditions of unemployment constitute 
devices in defence of monetary stability. There is an almost 
unlimited range of economic actions tending to affect the 
trade balance, thereby constituting act of monetary policy. 

Departure from multilateral trading is an economic de¬ 
vice which can serve the purpose of monetary policy. Its 
L 
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object is to ensure a balanced fbi*eign trade and thereby to 
safeguard the gold reserve. In addition, bilateral trading 
can serve monetary purposes by enabling the Government to 
pursue an expansionary domestic monetary policy without 
thereby endangering tlie gold reserve. Under miiltilalcraJ 
trading any Government which expands the national cur¬ 
rency to a higher degree than the expansion that takes place 
in other impot tant countries runs the risk of losing its gold 
reserve and having to suffer devaluation or depreciation. 
By means of ensuring balanced trade with the aid of bi¬ 
lateral agreements and other devices such as import restric¬ 
tions, exchange control, etc., the Government may feel it can 
inflate with impunity. The idea is to isolate the domestic 
economy from world economy. Any stei>s taken in that 
direction may be regarded as devices of monetary policy. 

In the sphere of production diametrically opposite policies 
may serve monetary ends. In giv'en circumstances a Govern¬ 
ment may find it expedient to create a scarcity of goods in 
order to force consumers to save part of their inflated pur¬ 
chasing power. On the other hand, if a Government flnds 
that tliis policy acts as a disincentive and tends to discourage 
production, it may reverse die policy by encouraging the 
production of‘inducement goods’ which might make work¬ 
ers work overtime. In either case the monetary situation is 
liable to be affected. 

In many of the above instances economic devices are em¬ 
ployed partly and even largely for non-monetary purposes. 
Nevertheless, they may be regarded as devices of monetary 
policy if their adoption serves to an appreciable extent the 
purpose of influencing the monetary situation either directly 
or indirectly. 



PART FOUR 

Conclusion 




CHAPTER THIRTY-FIVE 


International Monetary Policies 


Those responsible for the shaping of monetary policy 
must have realized many centuries ago that their power to 
determine monetary trends in their respective countries was 
limited by the exercise of a similar power by the mone¬ 
tary authorities of other countries, or by the influence of 
monetary trends abroad that developed in the absence of 
intervention by those authorities, or through the incffective- 
ncss of their intervention. Clashes between the monetary 
policies of various countries became only too evident during 
the periods of frequent debasements when the advantages 
gained by the debasement of one currency were wiped 
out by the debasement of other currencies. Bullionist poli¬ 
cies under which the export of coins or precious metals 
was prohibited failed to produce the desired result partly be¬ 
cause other countries adopted similar bans. The world-wide 
character of price trends, in face of which monetary policies 
of particular countries were largely helpless, has been 
traced by economic historians to the period of ancient 
Greece. In several instances, prices in the countries of the 
Mediterranean civilization during the ancient period ap¬ 
peared to move largely in sympathy even though there is 
no reason to suppose that the monetary policies of these 
countries were uniform. The same is true in many instances 
about movements of world prices in subsequent periods. 

It was not until the nineteenth century that the inter¬ 
national character of some major factors affecting the mone¬ 
tary situation in individual countries came to be adequately 
realized. Economists and administrators became increasing¬ 
ly aware that their respective jx)licies were largely helpless 
in face of major international trends, caused by such factors 
as changes in the world output of precious metals or deci¬ 
sions of other countries to change their monetary standards. 



Attempts were made from time to time to influence these 
international trends by means of international agreements 
on subjects such as the demonatization of silver. Generally 
speaking, however, the conception prevailed that the auto¬ 
matic working of the gold standard could be trusted lo 
produce the desired results in the long run. 

It was considered to be part of the sovereign rights of any 
independent State to determine its monetary system and 
its monetary policies. The extent of international co-opera- 
tion in the monetary sphere remained negligible until the 
First World War. There were, it is true, some monetary 
unions such as the Latin Monetary Union or the Scandi¬ 
navian Monetary Union, the member countries of which 
adopted identical mint parities. The practical results of such 
unions were, however, modest. There was no co-ordination 
of their monetary policies, and in spite of the identity of 
their mint parities there were often substantial discrepancies 
between their exchange rates. While the Swiss franc was on 
the full gold standard, the French franc was on a ‘ limping 
standard’ and the Spanish peseta ~ also a currency of the 
Latin Monetary Union - was inconvertible. 

During the First World War close co-operation was estab¬ 
lished between the Western Allies. Britain and the United 
States provided a means for maintaining the exchange rates 
of France and Italy, and the United States provided the 
means for maintaining sterling at a fixed rate in relation to 
the dollar. Soon after the termination of hostilities the system 
of monetary co-operation was brought to an end. Tlie cur¬ 
rency chaos that developed d uring the early twenties made the 
world realize the need for international action to bring some 
order and co-ordination in the sphere of monetary policy. 

Under the gold standard up to the First World War, the 
need for subordinating the monetary policy of any country 
to the requirements of the monetary policies of other 
countries was not very obvious. When, towards the middle 
twenties, one country after another endeavoured to stabilize 
its currency it became evident, however, that co-operation 
was of vital importance in order to make the gold standard 
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work. The monetary authorities of the leading countries 
realized that, owing to the rise in prices since 1914, the 
volume of monetary gold was not adequate. For this reason, 
in order to prevent world-wide deflation through a scramble 
for the world’s limited gold supplies, a number of countries, 
which had stabilized their currencies with the assistance of 
the League of Nations, were persuaded to adopt the gold 
exchange standard ir :ead of the full gold standard. Their 
note cover was allowed to include dollars or sterling or 
other exchanges in addition to gold. As a result the same 
gold stocks served as a reserve for several countries. By such 
means it was hoped to reduce the world-wide demand for gold. 

Close co-operation was established between a large num- 
b<*r of Central Banks. The movement culminated in the 
establishment of the Bank for International Settlements at 
Basel, which institution had for its purpose the pursuit of 
systematic co-ordination of monetary policies. Before it had 
a chance to produce any tangible results, however, the 
economic crisis that followed the Wall Street slump of 1929, 
accentuated by the suspension of the gold standard in Bri¬ 
tain two years later, brought the movement abruptly to a halt. 

Tlie period between 1931 and 1936 w'^as characterized by 
a wave of unfettered monetary nationalism. Each country 
endeavoured to pursue a monetary policy that appeared to 
be in accordance with its immediate interest, without regard 
to the repercussions on other countries. The history of com¬ 
petitive debasements of earlier centuries repeated itself. 
There was a competitive currency depreciation race between 
a number of countries, each of which aimed at ‘exporting 
unemployment’ to other countries by depreciating its ex¬ 
change in order to be able to undersell its rivals. The benefit 
derived by Britain through the depreciation of sterling in 
1931 was largely cancelled out by the depreciation of the 
dollar two years later. An attempt to bring some order into the 
currency chaos at the World Economic Conference of 1933 
failed completely, because the participating Governments 
were utterly incapable of seeing each other’s point of view. 

By that time the Sterling Area came into existence. It 
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provided an example for a close co-ordination of monetary 
policies within a group of countries whose interests were sub¬ 
stantially identical. There was also a much looser associa¬ 
tion called the ‘gold bloc’, consisting of a number of 
Western European countries which endeavoured to main¬ 
tain the gold standard and to avoid a devaluation. The 
United States under President Roosevelt was in favour of 
bold and unconventional experimenting with currency. 
Finally a large number of economically weaker countries - 
foremost amongst them Germany - adopted policies of 
monetary isolation with the aid of exchange control and 
exchange clearing. There appeared to be no common ground 
between them. Each country or group of countries en¬ 
deavoured to work out its salvation in its own way in total 
disregard of the vital interests of the rest of the world. 

During the yeais that followed the failure of the World 
Economic Conference the need for a co-ordination of nation¬ 
al monetary policies came to be gradually realized. The 
disadvantages of unrestricted national sovereignty in the 
monetary sphere became increasingly evident. Looking back 
upon that troubled period it must now appear absurd that 
statesmen of standing should have imagined they could 
serve the fundamental interest of their respective countries 
by refusing to compromise in matters of monetary policy. It 
should have been evident to them that any action affecting 
the monetary situation in any one country was liable to 
affect other countries. 

In particular it was realized that the determination of the 
exchange rates could not be a matter of indifference to other 
countries. The need for the regulation and co-ordination of 
conflicting rights and interests in other spheres of inter¬ 
national relations has long been recognized. There have 
been many international agreements to co-ordinate matters 
such as air traffic regulations, or radio wavelengths, or 
water rights, in the interests of all concerned. Under any of 
these agreements the participating Governments relinquish 
part of their sovereignity. They renounce their right to oper¬ 
ate on any wavelength they choose because they realize that 
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if the other governments were to exercise their freedom to 
do so the inevitable result would be chaotic conditions in 
the ether. The same is true about monetary policies. 

The realization of this truth resulted in the conclusion of 
the Tripartite Agreement in 1936 between the United 
States, Great Britain, and France. Subsequently, several 
other countries adhered to it. The governments concerned 
agreed not to engage in competitive currency depreciation 
and to consult each other before bringing about substantial 
changes in the exchange value of their currencies. This 
principle eventually became the basic rule of the Bretton 
Woods Agreement on which the world’s post-war monetary 
system came to be founded. 

During the Second World War, as during the First World 
War, there was a high degree of monetary co-operation be¬ 
tween the allies. As the War appeared to be drawing near its 
end efforts were initiated to establish the post-war rules 
under which monetary policies should be co-ordinated. 
During 1943-44 rival plans were under consideration. 
They wen^ the British Keynes Plan and the American Wliite 
Plan. Under the former an International Monetary Union 
was to be established with powers to create a new money of 
its own for the settlement of international balances. Its 
rules were devised in such a way as to provide an induce¬ 
ment to creditor countries to reduce their export surpluses 
and accept an import surplus. 

The White Plan, too, provided for the creation of an in¬ 
ternational institution, but it was to have no power to create 
money. Its resources would consist of funds to be contri¬ 
buted towards capital by member countries. Nor did this 
institution provide any inducement for creditor countries 
to be ‘good creditors’. Although the majority of countries 
would have preferred the Keynes Plan, in view of the over¬ 
whelming financial strength of the United States it was in¬ 
evitable that the White Plan should in substance be accepted. 

The Bretton Woods Agreement, concluded in 1944, stipu¬ 
lates that member countries should not in future change the 
gold value of their currencies without the consent of the 
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International Monetary Fund beyond the extent of ten per 
cent on either side of their parities. The Fund would grant 
its consent if in its opinion the proposed change was neces¬ 
sary in order to correct some ‘fundamental disequilibrium’. 
In given circumstances the Fund is granted the right to 
advise member countries regarding their domestic mone¬ 
tary policies. It is not to have tlie power, however, to com¬ 
pel Governments to take the necessary steps for dealing either 
with a persistently adverse balance of payments or with a 
persistently favourable balance of payments. The Brettori 
Woods rules provide also for the removal of exchange res¬ 
trictions, without, however, stipulating any date-line. 

The Bretton Woods Agreement was ratified by most 
countries in 194^* Its ratification was preceded and suc¬ 
ceeded by heated controversy. Experience failed to justify, 
however, either its critics or its supporters. Tliose who were 
afraid that the system would introduce an unduly high de¬ 
gree of rigidity of exchange parititrs proved to be wrong. 
After 1946 a number of member countries - including 
Britain — devalued or revalued their currencies with the 
consent of the International Monetary Fund. On the other 
hand those who had hoped that the Fund would be able to 
establish international monetary equilibrium and to provide 
adequate financial support to countries with adverse trade 
balances proved to be equally wong. Disequilibrium con¬ 
tinued to prevail to such an extent that the resources of the 
Fund were incapable of coping with the adverse balances of 
payments resulting from it. By 1948 the Fund practically 
gave up its attempt at equalizing balance of payments dif¬ 
ferences and drastically curtailed the granting of assistance. 

We saw that international monetary co-operation aimed 
in most instances at maintaining the stability of exchanges 
or regulating their modifications. Obviously it is much 
easier to achieve international exchange stability with the 
aid of international co-operation than in isolation, with each 
country disregarding the interest of other countries. The 
first step in the right direction is some form of international 
agreement under which Governments renounced their rights 
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for the duration of the agreement to alter their excliangc 
rates at will. Such an arrangement is in itself, however, 
largely negative, unless the participating countries under¬ 
take to assist each other in the task of maintaining the 
stability of their exchanges. Assistance may assume various 
forms. The participating countries may undertake, directly 
or through the intermediary of an international institution, 
to grant financial assistance to countries which have balance 
of payments difficulties. Co-operation may aim at safeguard¬ 
ing the exchange rates against shocks or persistent pressure 
due to abnormal transactions. 

International co-operation may also assume the form of 
a reciprocal undertaking not to operate in the exchanges or 
money markets of a country without the consent of its auth¬ 
orities. TJiis form of co-operation had already reached an 
advanced stage before the establishment of the Bank for In¬ 
ternational Settlements. One of the rulers of the co-operation 
between Central Banks that developed during the twenties 
was that the participating Central Banks agreed to transact 
business exclusively with each other and to close their 
accounts with other banks. This did not necessarily mean 
that they abandoned their right to carry out transactions 
which did not meet with the approval of the Central Bank 
of the country concerned. For instance during the late 
twenties the Bank of France decided to repatriate in gold a 
large part of its sterling balances in spite of the disapproval 
of tliis policy by the Bank of England. It meant, however, 
that all operations in the foreign exchange market and 
money market and all bullion shipments went through the 
hands of the Bank of England, which was thus in a position 
to mitigate the effects of such transactions through this 
timing and co-ordination. 

Another means by which Governments were able to help 
each other in the maintenance of the stability of their ex¬ 
changes was through co-operation in the enforcement of 
exchange restrictions. This form of co-operation has not 
reached a very advanced stage. Most Governments show 
themselves utterly indifferent to the infringement of the 
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laws of other countries as far as exchange restrictions arc 
concerned. Black markets in the currencies of countries with 
exchange restrictions are tolerated, and so is the misuse ol 
various special accounts in restricted currencies. For in¬ 
stance no effort is made by the United States authorities to 
stop leaks in the British exchange control that arise through 
the misuse of various types of sterling of limited converti¬ 
bility for indirect purchases of Sterling Area commodities 
for export to the United States. 

The only effective way in which a large and increasing 
number of Governments have come to co-operate in main¬ 
taining each other’s exchange restrictions has come about 
not for monetary but for fiscal reasons, in the form of 
bilateral agreements against double taxation and tax 
evasion. Under these agreements the contracting parties 
undertake to communicate to each other the incomes 
earned by each of its nationals in each other’s country. Since 
1946 there has been in existence such an agreement between 
Great Britain and the United States. The United States 
Government communicates to the British Government the 
American incomes of residents in the United Kingdom, and 
the British Government communicates to the United States 
Government the British incomes of residents in the United 
States. The main aim of this arrangement is not to pre¬ 
vent the evasion of the British exchange control but to pre¬ 
vent tax evasion. Nevertheless its effect is to make the 
evasion of exchange control more difficult. The number of 
similar agreements in operation is increasing steadily. 

Alx)vc all there is scope for international assistance to 
maintain exchange rates in the sphere of co-ordinating 
domestic monetary policies. If the price level in one country 
is too high and the resulting adverse balance of payments 
threatens to undermine the stability of the exchange, this 
disequilibrium can be put right either through deflation in 
the country concerned or through inflation in other coun¬ 
tries. Up to now there has been very little co-operation of 
this kind. Admittedly it would involve considerable sacri¬ 
fices on the part of countries which arc to adapt their monc- 
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tary policies to the requirements of some other country. In 
his book, The Dollar^ Harrod draws attention to one of the 
few instances of such co-operation. In 1927 the Federal 
Reserve authorities eased credit conditions in the United 
States mainly for the sake of assisting Britain and other 
countries. 

Regulated adjustment of exchange parities or of actual 
exchange rates has been a recognized form of international 
monetary co-opcratic ^ ever since the conclusion of the Tri¬ 
partite Agreement of 1936. The object is to ensure that if and 
when an adjustment of exchange rates becomes inevitable it 
should be carried out in an ordei ly fashion and in such a way 
as to avoid competitive currency depreciations. If the price 
level in a country is too high and for economic, social, or 
political reasons its lowering through deflation is impracti¬ 
cable, the disequilibrium in relation to price levels of other 
countries has to be corrected sooner or later through de¬ 
valuation. What matters from the point of view of other 
countries is that devaluation should merely aim at correct¬ 
ing the existing disequilibrium instead of creating a new 
disequilibrium in the opposite sense through an exagger¬ 
ated reduction of the exchange value of the currency con¬ 
cerned. If devaluation is excessive the price level in terms 
of other currencies becomes unduly reduced, and this may 
force other countries either to deflate or to devalue. It was 
to avoid this that the countries participating in the Tri¬ 
partite Agreement, and subsequently those who accepted 
the Bretton Woods system, adopted the rule not to change 
their exchange parities to any substantial degree without con¬ 
sultation with or consent of the other participating countries 
or, after 1946, of the International Monetary Fund. 

The difficulty is to ascertain the correct exchange rates 
representing equilibrium. Unfortunately this is not a matter 
of simple arithmetic. It does not entirely depend on the 
ratio between the price levels of the countries concerned, nor 
even on the ratio between indexes based on exported and 
imported goods. Moreover, occasionally it is necessary and 
justified to devalue a currency to a higher degree than 
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appears to be called for, on. the basis of the arithmetical rela¬ 
tion between price levels. This was the case with sterling 
in 1949* To restore confidence in sterling it was deliber¬ 
ately undervalued with the full consent and approval of 
the United States Government and the International Mone¬ 
tary Fund. It is humanly impossible to calculate the correct 
level, and there is apt to be a tendency to err on the safe 
side. What matters is that the countries concerned should 
endeavour to do so in a spirit of understanding towards 
each other’s difficulties, and that they should avoid com¬ 
petitive currency depreciations which would be against the 
interests of all. 

Yet another means of monetary policy in the inter¬ 
national sphere is the mitigation of a scarcity of gold. 
If scarcity is due to maldistribution then the country or 
countries which possess an unduly large proportion of 
the world’s stock of gold may contribute tow'ards the 
solution by lending freely to other countries, or by lowering 
their tariff walls, thereby reducing their gold surplus. This 
attitude was adopted by Britain throughout the nineteenth 
century. In spite of a persistently favourable balance of 
payments, Britain never kept an unduly large gold reserve 
because she was willing to import the goods of her debtors 
and to re-lend her surpluses in the form of long-term loans 
and investments or short-term credits. When after the First 
World War the United States became the principal surplus 
country she did not pursue the same course to a sufficient 
extent. As a result she accumulated and retained an exces¬ 
sive proportion of the world’s monetary supplies, and most 
other countries were left with gold reserves that were in¬ 
adequate for their requirements. 

There has in consequence been an almost continuous 
shortage in the world’s monetary supply of gold outside the 
United States ever since the First World War. Various de¬ 
vices were adopted during the twenties as a result of the 
co-operation of the Central Banks to economize in the use of 
gold in order to mitigate this scarcity. The most effective if 
unintentional help came, however, through the unilateral 
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action of the United States in raising its official buying 
price of gold to $35 an ounce in 1934. 

Owing to the rise in prices that has taken place since 
then, and to the large-scale flow of gold to the Unites States 
during and after the Second World War, i\ic moneiarY 
stocks of gold outside the United States have become less 
and less adequate since 1945. To remedy this situation the 
United States Government has been urged from various sides 
to raise once more substantially the dollar price of gold as part 
of an all-round increase of the price of gold in terms of ail 
currencies. Such a measure was expressly provided for in the 
Bretton Woods scheme. In spite of this the United States has 
shown no inclination to make this contribution towards the 
solution of the world’s monetary problem. Instead she pre¬ 
fers to assist other countries in the form of grants or loans. 

The end of maintaining a stable price level is difficult to 
attain unless the domestic policies adopted for its sake arc 
supplemented by international action. Unless there is virtu¬ 
ally complete economic isolation such as exists in Commun¬ 
ist countries all the time and in capitalist countries in times 
of war, the internal economy of any country is exposed to 
international trends to a very large extent. If there is a rising 
trend in world prices no single country can isolate itself 
from it unless it raises the exchange value of its currency. 
If the world trend is downward the only way in which a 
country can maintain the stability of its domestic prices is 
through a devaluation of its currency. For the sake of avoid¬ 
ing changes in parities while maintaining the stability of the 
domestic price level it is essential that a large number of 
countries should co-operate in reducing to a minimum the 
fluctuations of world prices. Progress in that direction has 
been negligible. It has been confined to international agree¬ 
ments aiming at the stabilization of a few important com¬ 
modities. In order to be effective the policy would have to 
cover a large number of commodities and attempts at price¬ 
fixing would have to be supplemented by the creation of 
international buffer-pools which would remove from the 
markets any large surpluses and would cover deficiencies. 
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Although such schemes have been under discussion they 
belong to the realm of the distant future. 

During the thirties it was imperative to reverse the pre¬ 
vailing deflationary trend. To that end the co-ordination of 
national monetary policies would have been very helpful. 
Instead each country endeavoured to work out its salvation 
independently of the others and very often at their ex¬ 
pense, There were no co-ordinated efforts to reverse the 
downward trend of world prices. After the Second World 
War the world trend became distinctly inflationary. Again 
there was no co-ordinated international policy to check this 
unwanted trend. Even though various international organi¬ 
zations did their utmost to exhort the Governments to put 
their respective houses in order and stop their inflationary 
domestic policies, or at any rate to keep in step regarding 
the degree of their internal inflations due to tlie expansion 
of their social services, they had no power to compel sov¬ 
ereign States to comply with their wishes. 

Exhortation appears to be still the most frequently em¬ 
ployed means in the sphere of international monetary 
policy. The International Monetary Fund and the economic 
organizations of the United Nations and of the European 
movement seldom miss an opportunity to urge the member 
Governments to implement their various undertakings under 
the Bretton Woods Agreement and other agreements, and 
to behave in accordance with the requirements of inter¬ 
national economic co-operation. In particular they are 
urged to abandon multiple exchange practices, to relax ex¬ 
change controls and return to the convertibility of their cur¬ 
rencies. The Fund itself has done very little, however, to 
assist member countries in carrying out these recommenda¬ 
tions. It adopted a very narrow interpretation of its role of 
helping member countries to solve their balance of payments 
difficulties. Having granted them some dollar facilities 
during the first eighteen months of its existence, it prac¬ 
tically stopped granting further assistance after 1948. Its 
substantial capital contributed by member countries re¬ 
mained therefore largely immobilized. In the circumstances 
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it is hardly suiprising if its exhortations met with scant re¬ 
sponse. 

The truth is that so long as countries retain their political 
sovereignty their Governments, Parliaments and public 
opinion will want to exercise it in the sphere of monetary 
policy in accordance with what is rightly or wrongly 
regarded as the national interest. It is only if and when a 
supreme political authority should ever be recognized that 
the adoption of international means of monetary policy in 
pursuance of international ends will become a practical 
possibility to any considerable extent. 

Meanwliilc progress has been made towards the adoption 
of international monetary policies within limited spheres. 
During 1952-54 the Governments of the Sterling Area coun¬ 
tries succeeded in co-ordinating their internal and external 
monetary policies to a considerable degree in order to stop 
the drain on the gold reserve. It was agreed to initiate 
disinflationary measures and to adopt drastic import 
restrictions. A plan for the eventual restoration of sterling 
convertibility was elaborated with the approval of all Ster¬ 
ling Area Governments. These decisions constituted a 
remarkable ptogress compared wnth the earlier state of 
affairs in which the monetary policies of these Governments 
were largely independent of each other, especially in the 
domestic monetary sphere. 

Another instance of progress towards international mone¬ 
tary policy with a limited geogi’aphical sphere was the es¬ 
tablishment of the European Payments Union. The ratlier 
involved multilateral payments system created in 1950 was 
based in some respects on the Keynes Plan under which an 
international institution was intended to have the means of 
granting credits to the member Governments to finance ad¬ 
verse balances of payments. Evidently even though we are 
still far from the goal of an international monetary policy, 
the distance that remains to be covered is considerably less 
than it was twenty years ago, when the sterling bloc, dollar 
bloc, and gold bloc were engaged in a bitter struggle with 
no qiiai ter given or asked. 

M 
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Monetary Theory and Monetary Policy 

Although this book is not directly concerned with the 
tlicorelical aspects of money, it contains frequent refitrcncc 
to various monetary theories on which monetary policies arc 
based. We now propose to examine very briefly the relation¬ 
ship between monetary theory and monetary policy. It is 
widt^Iy l^clieved among laymen and even among students of 
economics that economic theory is expected to provide an 
infallible or at any rate reasonably dependable guide for the 
use of statesmen and administrators in the shaping of their 
economic policies. According to this conception, if only the 
Governments could be prevailed upon to accept the coircct 
monetary theory on which to base their monetary policies, 
they could not go wrong. 

Unfortunately things are not so simple in real life. No 
economic theory can be claimed to provide the full practical 
solution, because the chances that it covers all the factors 
liable to influence the economic situation are extremely re¬ 
mote. Any single economic theory which would try to allow 
for all possible factors would be so involved that it would be 
unintelligible to all but a few select academic economists. 
Most theories in the past resorted to over-simplification by 
limiting tlie range of factors to be allowed for. During the 
nineteenth century and the early part of this century the so- 
called static economic theory predominated, under which 
the rules were based on the assumption that the overwhelm¬ 
ing majority of factors would remain ‘neutral’. By such 
means it was possible to establish rules how certain factors 
are liable to affect the economic situation provided that 
other things remain unchanged. This metlxod found appli¬ 
cation in the monetary sphere in the form of the quantity 
theory of money. The practical conclusions inferred from it 
hold good only on the assumption that factors other than 
the quantity of money remain the same. 



Monetary Theory and Monetary Policy 339 

The building up of such hypotheses is undoubtedly of 
great value provided that those who create them and those 
who study them constantly bear it in mind that they are 
broad general propositions which only operate within the 
limits set by the hypothesis itself, and that in a practical 
situation the results indicated by the theory are liable to be 
modified. So long as this is borne in mind monetary theories 
can be of great use to those in charge of managing the mone¬ 
tary system. If on the other hand they are interpreted in a 
dogmatic spirit, it is liable to lead to entirely wrong con¬ 
clusions and to do much more harm than good. 

During recent times an attempt was made to develop a 
so-called dynamic economic theory which aims at allowing 
for the efiects of factors which have hitherto been assumed to 
be ‘neutral’ for the purposes of static economic theory* In 
the monetary sphere, too, dynamic thc^ory has been gaining 
ground. It is undoubtedly nearer to practical requirements 
than the static theory. Even so, a really comprehensive 
watertight dynamic monetary theory which allows for eveiy 
possible factor has not yet been elaborated, and it is doubt¬ 
ful whether it ever will be. Some essential factor is almost 
bound to be overlooked, partly because new factors are 
liable to arise or existing factors are apt to increase or 
decline in importance, and partly because human behaviour 
cannot be reduced to terms of mathematical accuracy. 

In his Capital and Employment Hawtrey deals with (he dis¬ 
tinction between the requirements of monetary theory and 
economic policy. To give an idea of the difficulty about 
applying theory to policy we could do no better than quote 
his relevant observations: ‘When an economic expert makes 
practical recommendations he passes from the theoretical 
plane to one in which quite different tests are necessary. In 
theoretical reasoning he may construct whatever hypoth< s’s 
he thinks fit and proceed by deduction to general proposi¬ 
tions as to human behaviour within the limits of the 
hypothesis. But as soon as he deals with a situation on the 
practical plane he is bound to take into account, as far as 
possible all actual relevant circumstances. Omniscience 
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being unattainable, we must in economic as in other tic* 
cisions be content with an approximation in wliich we try 
to give true weight to each element of the situation. Hypo¬ 
thesis which excludes any element or gives it insufficient 
weight vitiates the result. For the purposes of theory the 
result may have a sufficient resemblance to the truth in 
that the train of reasoning contains all the requisite steps 
correctly set forth, and indeed all the various practical 
measures that might be called for may be separately form¬ 
ulated. But none the less the final conclusion may for 
practical purposes be fatally wrong if a distortion of the 
facts at the beginning is reflected in the conclusions and 
the worse is made to appear the better way,’ 

These views are expressed by one of the leading theoretical 
monetary economists of our generation with the experience 
of a lifetime in practical monetary problems gained in fiis 
capacity of Treasury official. Hawtrey duly realizes the 
limitations of the possibility of applying theory to policy. He 
knows all there is to know about monetary theory, and yet 
he would hesitate to recommend too close an application of 
monetary theory to the management of monetary policy. 
The overwhelming majority of administrators and politici¬ 
ans responsible for monetary policy were not nearly as fami¬ 
liar with monetary theory, and therefore had much more 
reeison for distrusting it. Indeed, as a general rule, high Trea¬ 
sury' officials and Central Bankers are essentially practical 
men with neither time nor inclination to acquire too pro¬ 
found a theoretical knowledge. While Treasuries usually 
have economic advisers, until recently those in a position to 
take or influence monetary policy decisions were practical 
administrators with relatively little theoretical background. 
As for the politicians on whom ultimate responsibility 
for major monetary policy decisions rests, they are usually 
devoid of theoretical knowledge. It is only in recent times 
that a generation of Treasury officials has arisen which 
has due respect for economic theory and has mastered its 
basic principles. 

Generally speaking, it is true that theoretical monetary 
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economists have had relatively little share in shaping mone¬ 
tary policy. There were, of course, exceptions. In Britain, 
Goschen, one of the leading theoretical experts on foreign ex¬ 
change, and the author of a standard work on its theory, be¬ 
came Chancellor of the Exchequer. For a time after the First 
World War, Hawtrey was able to influence, from a com¬ 
paratively subordinate position, the trend of British monetary 
policy - though he would probably emphatically disclaim 
responsibility for much that was done in the twenties and 
thirties. One of the outstanding examples of monetary 
policy being guided by a theoretical economist was provided 
by the regime of Keynes at the Treasury from 1940 to 1946. 
In his capacity of adviser he influenced to a considerable 
degree the monetary policies of three Chancellors of the Ex¬ 
chequer. Likewise, President Roosevelt’s ‘Brain Trust’ play¬ 
ed a decisive role in shaping the monetary policy of the 
United States for some time after 1933. During and after the 
First World War the Swedish school of economists played a 
prominent part in shaping the monetary policies of their 
country. Helfferich, in liis capacity of Finance Minister of 
the German Reich during the First World War, had ample 
opportunity to put his monetary theories into practice. It 
was the irony of fate that, even though he was one of the 
leading advocates of ‘hard money’, he had to pursue an 
inflationary policy that prepared the way for the great 
collapse of the mark in 1923. 

It does not necessarily mean, however, that once a mone¬ 
tary economist is given an opportunity to determine mone¬ 
tary policy either as a Finance Minister or as head of a Central 
Bank or as a ‘power behind the throne’, he would neces¬ 
sarily set out to put his favourite monetary theory into oper¬ 
ation. The moment he assumes a responsible post he gains 
access to a wealth of information which is liable to modify his 
views. Confronted with the responsibility for taking practical 
decisions that are liable to affect the lives of many millions 
of people within his country and even beyond its borders, 
he might be inclined to reconsider his views in the light 
of practical consideratioas which he had not hitherto 
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encountered. During the Second World War a large number 
of academic economists became temporary officials for the 
duration.Most of them left the Civil Service with their attitude 
more or less modified under the influence of their practical 
experience. This did not necessarily mean that they cami; to 
the conclusion that their pre-war theories were wrong. What 
happened was that they realized the limitations of those theo¬ 
ries as a practical guide to monetary policy. Or they may 
have realized that it is often politically impracticable to 
follow a monetary policy which would be an ideal solution 
from a purely economic point of view. 

Notwithstanding this, in the course of monetary history 
monetary theory and monetary policy were proceeding on 
parallel courses to a remarkable degree. For centuries the 
mercantilist school dominated both literature on monetary 
theory and monetary policy. The development of credit theo¬ 
ries coincided with the emergence of paper currency and 
bank credit in the modern sense. The liberal school of eco¬ 
nomists reigned supreme in monetary theory during the 
nineteenth and the early part of the twentieth century, 
which was on the whole an era of economic and monetary 
liberalism. So long as the g(fld standard reigned almost un¬ 
challenged as the theoretically ideal monetary system the 
monetary policies of tlie most advanced countries aimed at 
its maintenance. Managed monetary theories and policies 
were almost entirely unknown; they appeared simultane¬ 
ously during the inter-war period. 

These facts should not be regarded as necessarily indicat¬ 
ing the overwhelming influence of monetary theory over 
monetary policy. The relations between the two have always 
been largely reciprocal. Monetary economists could not al¬ 
ways claim credit for having guided statesmen and admini¬ 
strators in the shaping of monetary policy. Very often they 
themselves were guided by practical developments decided 
upon largely under the stress of practical expediency. On 
many occasions the role of economists was confined to elab¬ 
orating theoretical foundations for policies which had been 
adopted largely independently of their influence. 
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A characteristic instance of the passive role economists 
were liable to play was provided by the experience of the 
so-called ‘gold scare’ in 1937. During the first half of that 
year the Stock Exchanges, foreign exchange miirk(;ts, com¬ 
modity markets, and trade in general came under the dc^press- 
ing influence of a growing belief that it was the intention 
of"the Uni ted Slates Administration eillier to lower its official 
buying price for gold or to suspend or lim>t ll\e. free import 
of gold. Many thousands of theoretically illiterate brokers, 
speculators, and businessmen arrived at the conclusion, with¬ 
out any guidance by theoretical economists, that the United 
Stales authorities were contemplating some such action. 
Thereupon theoretical economists set out tf) provide! some¬ 
what belatedly - after the gold scare had already been in 
progress for months - a theoretical foundation for this as¬ 
sumption by producing figures and argumcnls in support of 
their coriteiitioii that on the basis of the American price of 
$35 an ounce the world's monetary stock of gold was in ex¬ 
cess of requirements. When it became evident that the 
United States authorities did not intend to change their 
buying price for gold or to interfere with the free influx of 
gold, all the theoretical reasoning in favour of such action 
subsided almost overnight. 

An instance to show that practical monetary policy often 
precedes in chronological order the theoretical foundations 
on which it is based is provided by the policy of fighting de¬ 
flation by means of public works. Keynes advocated this 
policy before the General Election of 1929, when he came 
out wholeheartedly in support of Lloyd George’s election¬ 
eering programme of public works. It was not until 1936, 
however, that Keynes elaborated the theoretical foundation 
for that policy in his General Theory, One of the most im¬ 
portant theoretical principles laid down in that book was 
that equilibrium is possible under large-scale unemploy¬ 
ment. He endeavoured to disprove the classical theory ac¬ 
cording to which full employment is the only conceivable 
state of equilibrium and any unemployment constitutes tem¬ 
porary disequilibrium which is liable to become adjusted 



344 How Money is Managed 

through the automatic working of natural economic trends. 
Under the classical concept any form of Government inter¬ 
vention to create employment was rejected as being more 
harmful than good. Under the principle laid down by 
Keynes, on the other hand, equilibrium may exist amidst 
large-scale unemployment, which means that no economic 
factors operating automatically can be relied upon for re¬ 
storing full employment. Once this theoretical rule is ac¬ 
cepted the next step is to infer from it the logical conclusion 
that, since full employment is not necessarily reached 
through the automatic working of economic tendencies, it 
is for the Government to intervene and create additional 
employment with the aid of monetary and other devices. 
On the basis of Keynes’ theory this conclusion is unanswer¬ 
able. It is worth noting, Iiowever, that he reached his con¬ 
clusion in 1929 and it was not until seven years later that 
he elaborated the premises from which it follows. In his 
biography of Keynes, Harrod draws attention to this in¬ 
teresting point. 

However, it would be idle to deny that, consciously or 
otherwise, politicians and administrators in charge of mone¬ 
tary policies are liable to come under the influence of the 
prevailing monetary theories. Whether or not this is a good 
thing depends not only on whether the theory is right or 
wrong, but also on the way it is applied. It is necessary to 
bear in mind that the same theory may serve as a basis for 
several diflferent policies. 

Moreover, changes in the economic situation and the 
other relevant circumstances are apt to affect the suitability 
of a monetary theory as a basis for monetary policy. There 
can be little doubt that nineteenth-century economic liber¬ 
alism, on which the policy of maintaining the automatic 
gold standard was based, was in accordance with Britain’s 
requirements between the end of the Napoleonic Wars and 
the beginning of the First World War. Unfortunately that 
classical theory continued to dominate British monetary 
policy even after the conditions which had justified it ceased 
to exist. Hence the grave mistakes made during the twen- 
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ties. The theory which had been once a suitable guide for 
the monetary policy ceased to be suitable amidst changed 

circumstances. 

Another instance of bad theory being responsible for bad 
policy occurred after the Second World War. There \s every 
reason to believe that the mistaken popular defuution of iiv 
nation was largely responsible for the inflationary policies 
adopted in Britain and in many other countries. Under the 
definition accepted in substance by most monetary theorists 
and by many practical men inflation was the state of affairs 
ill which ‘too much money was chasing too few goods’. 
From this principle politicians wishing to take the line of 
least resistance inferred that, provided that the rise in prices 
was not due to a previous increase in the volume of money, 
there was no inflation. This meant that if tlie price level rose 
as a result of a rise in imported raw material prices or some 
other reason unconnected with Government policy, and if 
the rise in prices resulted in pressure for an increase in the 
volume of currency and credit to meet increased require¬ 
ments, the Government concerned did not consider it its 
duty to resist the trend for the volume of currency and credit 
to adjust itself subsequently to the higher level of prices. If 
only Ministers, officials, economists and the general public 
realized that the upward movement of the vicious spiral in 
which prices, cost of living, wages, cost of production, etc., 
are chasing each other constitutes inflation irrespective of 
whether the rise in prices preceded or succeeded the in¬ 
crease in the volume of money, tliere might have been more 
determined resistance to the expansion in the volume of 
money following on previous increases of prices. 

Even a correct monetary theory is liable to be misused 
when it is applied as a basis of monetary policy. It is a fatal 
mistake to imagine that merely because a theory is good it 
necessarily provides a complete guide to practical action. 
As we saw from Hawtrey’s quotation at the beginning of 
this chapter, monetary theory is only meant to apply to a 
hypothetical situation. It is bound to over-simplify condi¬ 
tions and its conclusions are always subject to the provision 
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of‘other things being equal’. In practice other things are 
hardly ever equal. Those in charge of monetary policy have 
to allow for these ‘other thlng>’ instead of merely mik'iig 
resei-vations about them in order to safeguard themselves 
against being blamed if forecasts based on their theories 
should prove to be incorrect. The trouble is that even 
though they and their theoretical advisers pay lip service to 
the reservation they are liable to come under the influence 
of the broad principle of the theory and are inclined to apply 
it as if ii were a hard and fast rule. 

Having said all this it is necessary to emphasize that mone¬ 
tary theory is indispensable as a background for monetary 
policy. It is, of course, conceivable that a Government may 
stumble on the right solution in spite of the absence of any 
theoretical background. The chances are, however, much 
more in favour of finding the right solution if they are aware 
of the theoretical implications, provided that the theories are 
applied with care and discrimination. 



CHAPTER THIRTY-SEVEH 

The Future of Monetary Policy 


The present generation has seen revolutionary changes in 
the sphere of monetary policy. In our lifetime monetary 
policy has become much broader and more diversified in its 
aim and much more scientific in its methods. Its manage¬ 
ment is no longer a task part-time amateurs, following time- 
honoured rules, could reasonably be expected to perform. 
To-day those in charge of the management of monetary 
policy are required to know incomparably more about it 
than their predecessors did. Admittedly their superior know¬ 
ledge does not safeguard their communities against mistakes 
which arc made in spite of the adoption of scientific meth¬ 
ods - and indeed often because of it. There can be no doubt, 
however, that the authorities to-day are much better equip¬ 
ped for carrying out their difficult task. They can rely on 
the services of first-rate experts who are fully familiar with 
the theoretical background and have at their disposal a 
wealth of relevant factual and statistical information which 
did not exist until recent years. 

Monetary theory itself has made remarkable progress in 
the past twenty years after its century of relative stagnation 
during the period between Ricardo and Keynes. The pro¬ 
gress of monetary theory opened up wide possibilities for mon¬ 
etary policy to pursue new ends with the aid of new means. 

The ends of monetary policy, like those of economic policy 
in general, have undergone a far-reaching change in recent 
years. The accent is now on social rather than economic 
ends. The aim is now to achieve the highest degree of wel¬ 
fare for the largest possible number, if necessary even at 
the cost of sacrificing stability. Indeed, if the economic re¬ 
quirements of higher productivity come into conflict with 
the social requirements of equalitarianism, the chances are 
that as often as not the latter will prevail. 
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The question is, are these trends in the ends and means of 
monetary policy likely to continue? There can be little 
doubt that the priority of social over economic ends will 
be maintained under the democratic regimes. In this re¬ 
spect, as in so many others, it seems to be impossible to 
put the clock back. Never again will public opinion in 
democratic countries look upon a slump brought about by 
orthodox monetary methods as an act of God. The elector¬ 
ate is not likely to endorse a policy which prefers to create 
large-scale unemployment rather than abandon the rigid 
defence of the exchange parities or the domestic purchasing 
power of a currency at a given level. There is room for two 
opinions about whether tliis attitude is right or wrong. It 
seems certain, however, that monetary policy must endea- 
v^our to conform largely to the popular view as to how to 
secure the highest degree of advantage for the largest num¬ 
ber. The maintenance of the priority of social ends has be¬ 
come a political necessity under an electoral system based 
on universal suffrage. 

This does not necessarily mean, however, that in the 
future Governments and Parliaments will always necessarily 
favour inflation in order to satisfy popular clamour for 
‘ bread and circuses’ — or, to translate it into modern langu¬ 
age, for social services and television facilities. Indeed, it 
does not seem unreasonable to hope that in the course of 
time social ends will be pursued in an increasingly enlight¬ 
ened spirit, free of the present demagogic excesses. Not only 
Governments and Parliaments, but even the majority of the 
electorate will come to realize sooner or later that there are 
limits beyond which the sacrificing of economic ends for the 
.sake of social ends is bound to react unfavourably on the 
latter in the long run. The largest number of people who 
hope to gain if monetary policy pursues exclusively social 
ends will discover sooner or later that they have to pay the 
price in the form of an ever-increasing cost of living, the 
absence of monetary and economic stability, and, in given 
circumstances, a reduction in productivity. 

Social monetary policy is of too recent origin for most 
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people to realize its full implications, repercussions, and limi¬ 
tations. To-day it is still possible to work up a storm of in¬ 
dignation among the lower income groups over an increase 
ill the cost of living even in instances when it is the logical, 
natural, and inescapable consequence of the release of addi¬ 
tional purchasing power created for their benefit through 
higher wages and costlier social services. Few people appear 
to realize that in given circumstances the higher cost of living 
is just the other side of the same picture. Sooner or later the 
connexion between the two is bound to be realized. The 
next step then will be the adoption of a monetary policy 
which, while endeavouring to satisfy the reasonable claims 
of the Welfare State, will feel impelled to leave much legiti¬ 
mate demand unsatisfied for the sake of maintaining a 
reasonable degree of monetary stability. It is, of course, a 
matter of opinion what degree of monetary stability should 
be maintained even at the cost of cutting social service ex¬ 
penditure. Most beneficiaries proba 1 )ly feel that the Welfare 
State is worth an increase in the cost of living at an annual 
rate of, say, 5 per cent. Many of them would consider an 
annual increase of, say, 50 per cent too high a price to pay 
for their benefits. 

When paper money first made its appearance in France 
in the early eighteenth century, many people were firmly 
convinced that this novel device had made it possible to 
spend unlimited amounts. Similarly to-day many people 
seriously belies^e that, thanks to the removal of the restrain¬ 
ing influence of the gold standard, the Welfare State can 
be financed without limits by means of credit expansion. 
While disillusionment came to John Law’s contemporaries 
in two years, it is likely to take much longer for our in¬ 
flationists to realize the limitations of their policy. Sooner 
or later the public is bound to learn, at its cost, the need for 
some self-restraint in the use of credit expansion even for 
socially useful and economically productive purposes. 

In the past monetary policy aimed at the maximum of 
monetary advantages in the form of monetary stability, often 
at the cost of general economic and social disadvantages. For 
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a short time during a part of the inter-war period it aimed at 
a maximum of economic advantages in the form of higher pro¬ 
duction at the cost of social disadvantage and of monetary 
instability. At present it aims at the maximum of social ad¬ 
vantages in the form ofequalitarianism, at the cost of monetary 
and economic disadvantages. In the future it is likely to aim 
at achieving the optimum of social advantages — that is, the 
maximum compatible with vital economic interests of sta¬ 
bility and productivity. Even the most advanced supporter 
of the creed that monetai7 policy has to be placed unre¬ 
servedly at the service of social ends is bound to realize in the 
course of time through bitter experience that there is some¬ 
where a limit beyond which these economic ends cannot be 
disregarded with impunity. The task of future monetary 
policy will be to ascertain where that limit is and to seek to 
proceed right up to that limit without exceeding it. 

As for the methods and means of monetary policy there 
.•can be no doubt that scientific monetary management has 
come to stay, and that mankind will not revert to the auto¬ 
matic system. Methods which may have suited the compar¬ 
atively simple situation of the nineteenth century would not 
stand a chance of producing satisfactory results in our in¬ 
comparably more involved and less stable world in which 
disturbing tendencies are liable to become magnified into a 
major crisis that may threaten the very foundations of our 
economic and political system. It seems reasonable to as¬ 
sume that the days of laissez-faire are over as far as monetary 
policy is concerned. Conceivably gross mismanagement of 
monetary policy may from time to time provoke a reaction 
in favour of the old methods. Taking a long view, however, 
it is no longer considered possible to operate a system under 
which the volume of currency and credit is determined by 
the caprices of nature or by international gold movements. 
The extent of such movement is now liable to be much wider 
than it was in the nineteenth century owing to the higher 
degree of instability in the monetary, economic, social, and 
political spheres. The upheavals caused by two World Wars 
left a fundamentally unstable situation behind. The gold re- 
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serves provide a much too narrow safety margin for all 
countries, with the notable exception of tlie United vSlates and 
one or two other fortunately placed countries. Under an auto¬ 
matic system most Treasuries would now be exposed to losing 
their gold reserves in a matter of days or at most of weeks. 

This state of alTairs is largely due to the unduly low dollar 
price of gold. While technically the United States is in a 
position to correct this situation and widen the margins of 
gold reserves, an increase in the dollar price of gold ap¬ 
pears to be most unlikely. The gold reserves of most coun¬ 
tries are likely to remain on the whole inadequate and at 
the mercy of even moderately adverse trends. To allow the 
volume of money to fluctuate as a result of gold movements 
would create an intolerable degree of economic instability. 
It would also handicap the monetary authorities of most 
countries in their task of providing for the legitimate mone¬ 
tary requirements of their community. Given this situation, 
it is absolutely necessary for the monetary authorities to take 
it on themselves to regulate the volume of money. They are 
not likely to relinquish this responsibility. 

As in many other economic spheres, there has been a 
reaction in favour of freedom as a result of unfavourable 
experience in planning and of natural dislike for prolonged 
strict controls in time of peace. In the monetary sphere, 
however, all but the most fanatic believers in laissczfo,ire 
have realized the need for permanent scientific management. 
In that sphere State control has come to stay. Even the most 
conservative political parties have abandoned the idea of a 
denationalization of Central Banks. The Treasuries have 
also tightened their grip over the volume of credit by de¬ 
posit banks and are not likely to relax their control. Al¬ 
though in most countries commercial banks are in private 
ownership, they have to submit to official requests in respect 
of their credit policies. There is reason to believe that the in¬ 
fluence of the official monetary policy on the volume of bank 
credits and on their distribution will increase rather than 
decline in the future. 

New methods of monetary policy arc likely to continue 
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to be adopted. The authorities employ nowadays a much 
wider variety of monetary and non-monetary devices in the 
service of their monetary policy than before. The choice of 
weapons in the armoury of monetary policy is likely to widen 
further. Even though some of the new devices may be dis¬ 
carded under the influence of unfavourable experience, they 
are likely to be replaced by others. The authorities have 
much to learn regarding the technique of selective credit 
control. Thanks to Keynes and other reformers, new refine¬ 
ments have been introduced in this sphere, but the possi¬ 
bilities are far from having been exhausted. The adoption 
of fiscal means of monetary policy, too, is in its infancy and 
there is ample scope for development. 

Above all, it is reasonably safe to expect the trend of future 
monetaiy policy to point towards an increasing degree of 
internationalism. Go-operation between monetary authori¬ 
ties is likely to make progress. Even though it may take 
generations before the ultimate end of the creation of an in¬ 
ternational currency can be achieved, the progress made in 
that direction in the past quarter of a century justifies hopes 
that it will continue. 

Our generation has witnessed a remai'kable growth in the 
importance of monetary policy in some directions, but it has 
also realized the limitations of monetary policy. In both re¬ 
spects progress may be expected. With further improve¬ 
ments in its methods monetary policy is liable to become an 
even more important factor in the economic system. On the 
other hand, intelligent realization of its limitations is likely 
to confine its application to within reasonable boundaries. 
The conception that a country’s economy can be run satis¬ 
factorily with the aid of purely monetary methods, which 
became fashionable between the wars, is now at a dis¬ 
count. It is now realized that much more is needed than 
to take appropriate monetary measures and hope for the 
best. On Ae other hand, it is absurd to claim that our gener¬ 
ation has witnessed tlic end of the rule of money and that, 
thanks to our more enlightened attitude, money has now 
become our servant instead of being our master. 
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In spite of its progress during the last two decades, mone¬ 
tary policy is always liable to remain somewhat behind in 
the development of the monetary situation. History in the 
monetary sphere seldom repeats itself exactly. There are al¬ 
ways new factors or different combinations of the old known 
factors calling for original measures. Confronted with new 
situations, those in charge are often not in a position to apply 
rules elaborated on the basis of former experience. It is their 
task to adapt themselves to the new situations. Only too 
often they have to be content with being wise after the event. 
Even that is preferable to not being wise even after the 
event. Mistakes will always be made through the applica¬ 
tion of wrong devices or through the application of right 
devices in the wrong way. Important as it is to avoid such 
mistakes on the basis of accumulated experience and fore¬ 
sight it is even more important that the ends which mone¬ 
tary policy is to pursue should be correctly conceived. Th<! 
solution lies in a reconciliation between social and eco¬ 
nomic ends. This may appear to involve some sacrifices 
from a social point of view. In the long run, however, even 
social interests are liable to be better served by making 
reasonable allowances for economic ends. It is to be hoped, 
in the interest of progress and stability, that, through trial 
and error, the correct balance between the conflicting ends 
will be discovered, for the lasting benefit of mankind. 
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